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ABSTRACT
FINANCING SMALL BUSINESSES IN SAUDI ARABIA
by
Bandar Hajjar
The overwhelming dependence of Saudi Arabia on oil exports as the only
source of national income has exposed the Kingdom's economy to serious
exogenous shocks. In order to reduce the impact of this external
disruption, the Government, through successive five-year development
plans, established the basic physical infrastructure necessary for
developing the real and financial sectors. At the same time, it
encouraged the private sector through various incentives to participate
in the development process.
As government spending started to decline after 1982, the Government
urged the private sector to take a more prominent role in the future
development process. So as to sustain economic growth.
Small businesses, as a large segment of the private sector, can play a
significant role in this. This study aims to provide guidelines to
assist planners, decision makers and bankers in Saudi Arabia to design a
programme which will ensure effective participation of small businesses
in the development process.
To achieve this goal, the study concentrates on identifying the main
obstacles encountered by small businesses in their efforts to finance
their projects internally, or to have access to external sources of
finance. It also seeks to identify the main constraints that prevent
the government credit institutions and commercial banks from providing
adequate finance to small businesses.
By linking the demand side for finance, represented by small businesses,
with the supply side, represented by commercial banks and government
credit funds, the gaps in the lending system as a result of the
imbalance between these two sides are identified. Options for filling
these gaps are then considered.
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INTRODUCTION
The long-term objectives of economic development in Saudi Arabia are to
diversify the production base by reducing its overwhelming dependence on
one depletable source of income - oil, and, secondly, to create and
develop a viable private sector capable of sustaining and increasing
economic growth; in this latter respect it must take over the present
leading role of the Government in the development process.
To achieve these goals, the Government has adopted a three-stage
strategy: First, it has established the basic infrastructure essential
for the development of the targeted sectors. This includes ports,
airports, schools, dams, irrigation systems, roads, sewage and
telecommunication networks. Secondly, it has set up, in collaboration
with specialised foreign companies, basic industries to exploit the
crude oil and natural gas in which the Kingdom has comparative cost
advantages. Thirdly, it has encouraged the private sector (Saudi and
foreign), through a wide range of financial and non-financial
incentives, to set up industrial and agricultural projects.
Although development of the real sector is a necessary step towards
economic diversification, it needs to be accompanied by an efficient
financial system capable of channelling finance into market-orientated
projects. This has, and is being, accomplished by:-
1. The establishment and operation of government-controlled credit
institutions, financed to provide medium and long-term interest-
free loans to the construction, agriculture and industrial
sectors.
2. The Saudiisation of foreign banks operating in the Kingdom, in
order to eliminate the restrictions imposed on foreign banks and
to create a competitive atmosphere in which commercial banks can
offer better banking services in the Kingdom.
Though the Government has been fully responsible for developing the real
and financial sectors and establishing the base for future industrial,
agricultural and services expansion, the decline in government spending
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due to a sharp contraction in its oil revenue, has created a necessity
for more private sector involvement in economic development and less
dependence upon public sector activity.
Small businesses in the private sector can play a significant role in
this respect. This is evident from the number of small businesses in
the Kingdom and their contribution, amongst other things, to employment
and to the gross national product.
The two censuses of private establishments, conducted by the Central
Department of Statistics (CDS) in 1976 and 1981, indicated that
industrial concerns employing less than ten persons accounted for 92.8%
and 89.4% respectively of the total number of establishments in the
Kingdom.' Moreover, the economic trend survey indicated that industrial
concerns employing less than ten workers constituted 28% of all workers
in the private business sector in 1986, and generated 16% of the
sector' s revenues
In addition to the quantitative indicators mentioned above various
qualitative contributions can also be offered by small businesses.
These include:
1. The development of managerial and technological skills in the
private sector.
2. Assistance to large-scale manufacturers in allowing them to
concentrate on the production assembly aspect of the business by
supplying components, undertaking sub-contracts and distributing
their products.
3. Opportunities for small investors to utilise their skills and to
own their own businesses.
4. The provision of products and services which are not appropriate
for large scale activity due to market size.
The census of private establishments conducted in 1981 showed that in
the trade sector there were 150,858 private establishments involved in
various economic activities. About 56% were concentrated in wholesale
xiv
and retail trade, employing 205,668 individuals, or 20.3% of total
employees in the private sector and about 7% of civilian employees in
the Kingdom in 1980. There were 80,266 establishments in the retail
trade in.198l, 94% of them employing less than five individuals. There
were also 4,460 establishments in wholesale trade, about 89% of them
employing less than ten persons.3
Oblective of the Study
The quantitative and qualitative measures presented above display
clearly that small businesses represent a large segment of the private
sector in Saudi Arabia and this segment can play a significant role in
the future development process.	 This observation was behind the
initiation of this study and suggested two relevant objectives for it;
firstly, to provide a guideline to assist planners and decision makers °
in Saudi Arabia in designing a programme ensuring the effective
participation of small businesses7.n the development process. Secondly,
to focus attention on the importance of the provision of adequate
finance for small businesses; in this respect it is essential to provide
a framework to assist small businesses via special lending schemes which
suit their abilities and requirements.
To achieve these objectives, it is necessary to identify the main
problems that small businesses encounter in their efforts to finance
themselves internally or to gain access to external sources of finance;
it is also necessary to identify the constraints which face commercial
banks and government credit funds in limiting their ability to provide
adequate funds to small businesses. This enables the confirmation or
invalidation of the basic assumptions of this investigation which
revolve around two questions. First, is there a financing gap in the
•	 •lending system with regard to financing small business in Saudi Arabia?
If the answer is positive, then what form does it take? Is this gap in
relation to short, medium, long-term loans and/or an equity gap?
Second, which of the following sources is responsible for the existence
of the identified gap? Lending institutions (Government specialised
credit institutions and commercial banks), Saudi Arabian Monetary Agency
(SAMA) and other government-related departments, entrepreneurs or a
combination of supply and demand side factors?
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(1) Is there a gap in the lending
system with re gard to small
busineoses? If the answer is
positive then what form does
it take?
(2) Whnt source(s) is rasponsible
for creazirig the ideritif led
gap? Demand or supply side,
or both?
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Analytical and quantitative approaches have been used in this
investigation. The statistical package for social science (SPSS) has
been employed in analysing the statistical findings of the field survey;
the survey, in turn, is based on questionnaires designed to identify the
main problems confronting small businesses in securing internal and
external finance for various stages of their development and to test the
degree of management sophistication of small businesses.
Outline of the Study
Chapter One outlines the most distinctive features of the Saudi economy
with emphasis upon the contribution of government oil revenues to the
growth of the private sector and the role of the private sector in the 7
development process.
	
It also describes the structure of the small
business sector operating in trade and manufacturing activities as a
segment of the private sector.
Chapter Two reviews the literature relating to the small business
finance gap in both developed and developing countries. This and the
previous chapter aim to develop a better understanding of the research
problems and establish a sound base for the investigation.
Chapter Three constructs an analytical framework within which the basic
research questions are examined. The main elements of this framework
are the definition of the small business in both manufacturing and trade
sectors, sampling methods, subsidiary hypotheses to be tested and the
questionnaire.
Chapters Four and Five aim to confirm or invalidate the first question
of this research, ie, whether a small business financing gap exists in
Saudi Arabia or not? And what form does it take? This is examined from
the merchants' gie (Chapter Four) and from the industrialists'
point of view (Chapter Five).
Chapter Six seeks to identify the extent to which poor management
practice contributes to in creating or enlarging the financial gap.
Chapter Seven gives a different perspective upon the of small business
financing gap by considering the extent to which it can be attributed to
xvii
money and capital market operations (ie, commercial banks and government
credit institutions).
Chapter Eight summarises the main findings of the research. These have
policy implications and naturally lead to policy options on the part of
the government to provide greater encouragement to small businesses in
Saudi Arabia.
xviii
NOTES
See Table 1.4.
Ministry of Finance and National Economy, Central Department of
Statistics, Biannual Economic Trend Survey, 1986.
See Table 1.5.
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CHAPTER ONE
THE STRUCTURE OF THE SAUDI ECONOMY
This chapter examines the most distinctive features of the Saudi
economy. The contribution of oil in shaping the non-oil private sector
and the role of the latter in the development process is emphasised.
Section 1 focuses on the structure and growth of the non-oil private
sector and assesses its performance and prospects, with emphasis upon
the trade and manufacturing sectors. Section 2 discusses economic
planning as a means of directing Saudi entrepreneurs to invest in
targeted sectors and as a guideline to defining the role of the
Government in the development process. Section 3 extends the discussion
in the previous section to show how the Government utilises the oil
revenues through budgeting to implement either directly, or through the
private sector, the projects proposed in the successive development
plans. Section 4 discusses the role of the foreign trade sector as an
integral part of planning and budgeting, in providing the economy with
both durable and non-durable goods, manpower and foreign exchange which
are essential elements for facilitating the implementation of the
development projects. Sections 5 and 6 shed some light on the lack of
skilled manpower and inflationary factors which impede the Government's
efforts to accelerate the diversification process.
1.1 THE STRUCTURE AND GROWTH OF THE NON-OIL PRIVATE SECTOR
In order to stress the impact that oil has had on the non-oil private
sector and the contribution of the latter to total output, the gross
domestic product (GDP) is divided into two sectors: oil and non-oil; the
non-oil sector is divided into two components: private and public
sectors. 1 It is also useful to divide the period under study into three
sub-periods to emphasise the role some factors have in shaping the
structure of each sub-period.
The first period (1964-72) was characterised by stable oil prices and
production. Table 1.1 shows that oil GDP grew on average by 19.7% in
current prices and 14.4% in constant prices per annum, while non-oil
1
private GDP grew at an average annual rate of 7.9% in nominal terms and
5.6% in real terms.
Table 1.1
Average Annual Growth Rate of Total GDP and its Components
19 64-72
	
1973-81
	
1982-87
At Current Prices
Total GDP
Oil Sector
Non-Oil Sector' (Total)
Private
Government
	
15.1
	
42.7	 -10.3
	
19.7
	
47.3	 -20.4
	
9.2
	
38.5
	
2.5
	
7.9
	
35.3
	 3.3
	
13.6
	
44.1	 -5.3
At Constant Prices
Total GDP	 11.0
	
9.6
	
2.7
Oil Sector	 14.4
	
6.8
	
16.3
Non-Oil Sector (Total)	 6.9	 14.2	 1.7
Private	 5.6
	
12.5
	
17.3
Government
	 8.7
	
16.1	 -0.7
Source: calculated from Table A.l of Appendix A.
The slow growth rate of non-oil private GDP relative to oil GDP was due
to a host of factors including the lack of a basic physical
infrastructure necessary for the establishment of development projects,
the absence of financial incentives, the lack of industrial knowledge
and of guidelines to direct entrepreneurs towards potential projects.
These factors indicate clearly that oil output did not play a
significant role in developing the non-oil private sector during this
period.
2
The second period (1973-81) was characterised by a sharp rise in oil
prices in late 1973, where the growth rate of oil GDP in money terms
rose by 191% in 1974 (from SR 28.7 billion in 1973 to SR 83.4 billion in
1974). A similar situation occurred in 1980 (second oil boom) when the
growth rate of oil GDP increased by 80% (from SR 140.4 billion in 1979
to SR 252.7 billion in 1980).2 The huge oil revenues amassed by the
Government during this period enabled a greater emphasis on development
to take place, with 47% of oil revenues allocated to development project
expenditure .
The positive response of the private sector to the new opportunities
created by high government spending was manifested in its growth,
contribution to capital formation and share in the total output. Table
1.1 shows that the high average annual growth rate of oil GDP (47.3%)
during this period caused the non-oil private GDP to grow on average by
35.3% in nominal terms and 12.5% in real terms per annum. Its share in
GDP reached 33.6% in 1979 (24.8% in current prices), and its
contribution to capital formation grew by 29.2% on average, as shown in
Table 1.2. These figures demonstrate clearly that the high growth rate
of oil GDP enabled the non-oil private sector to participate more
effectively in the development process.
The third period (1982-87) was characterised by a sharp decline in total
oil prices and production. This is reflected in oil GDP, which grew on
average by -20.4% in current prices and -16.3% in constant prices. 4 In
contrast with this negative growth of oil GDP, the non-oil private
sector achieved a positive growth rate in 1982, 1983 and 1984. This was
mainly due to the inflow of private sector funds invested abroad during
1973-81. These resources were used for completing projects, especially
in the construction sector.
Nevertheless, the non-oil private sector recorded a negative growth rate
for three years following 1984. Its contribution to total GDP (its
value added) grew on average by -4.1% (-6.6% in nominal terms) per annum
during 1985-87. These figures indicate clearly the inability of the
non-oil private sector to stand on its own. This is attributed to both
external and internal factors. These factors •are best discussed within
the structure of the manufacturing and trade sectors.
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Table 1.2
Gross Fixed Investment b y Sectors
(million riyals)
Govt Sector	 Non-oil Private	 Oil Sector	 Total
Sectors	 Gross
Amount % Share Amount % Share Amount % Share Fixed Invst
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
46.7
41.1
42.4
34.9
40.7
41.6
52.1
53.4
60.5
64.0
63.5
62.9
60.4
57.5
48.5
47.2
48.4
40.5
40.7
39.2
37.9
29.3
28.0
37.7
31.7
32.3
27.4
25.3
23.9
27.0
29.3
29.6
40.0
42.3
41.1
46.5
12.6
19.7
19.7
35.8
31.3
20.7
16.2
14.3
12.0
10.7
12.6
10.2
10.3
12.9
11.5
10.5
10.5
13.0
1,214
1,204
1,443
1,985
3,416
7,370
17,491
27,352
40,484
49,031
61,598
66,874
73,881
66,411
50,026
43,033
38,743
26,403
1,056
1,150
1,290
1,669
2,351
6,670
10,627
16,523
18,354
19,401
23,207
28,691
35,830
34,182
41,320
38,606
32,934
30,311
0.327
0.577
0.671
2,040
2,632
3,659
5,422
7,316
8,053
8,222
12,263
10,811
12,604
14,881
11,882
9,575
8,422
8,455
2,597
2,932
3,403
5,694
8,399
17,699
33,540
51,191
66, 891
76 ,654
97,068
106,376
122,315
115,454
103,228
91,214
80,099
65,169
Source: SAMA Annual Reports and Statistical Summary , various issues.
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1.1.2 The Manufacturing Sector
The primary objective of industrial development in Saudi Arabia is to
liberate the economy from its overwhelming dependence on crude oil as a
main source of national income, in order for it to become a diversified
industrial economy. The industrial strategy has two directions.
Firstly, to implement manufacturing projects in which the Kingdom has a
comparative advantage. Secondly, to develop industries which produce
import substitution goods.
To achieve these objectives the Government has adopted two major
strategies: -
1. It has established, in collaboration with foreign companies, basic
industries utilising crude oil and natural gas.
2. It has encouraged the private sector, through a wide range of
incentives, to set up non-hydrocarbon industries.
Accordingly, the structure of industry consists of:-
1. Oil-based industries which are owned by the Government and foreign
companies.
2. Non-oil industries which involve two groups:
(a) Factories regulated by the Ministry of Industry and Electricity,
entitled to obtain interest-free loans from the Saudi Industrial
Development Fund (SIDF) in addition to other non-financial
facilities.
(b) Factories and workshops regulated by the municipalities, having no
access to financial and non-financial facilities provided by the
SIDF.5
5
Oil-Based Industries
Petroleum refining and petrochemicals are the two large-scale industries
in which the Kingdom has comparative cost advantages. These advantages
arise from the abundant reserves of crude oil, natural gas and capital.
It was realised from the beginning that the private sector could not
carry out these huge projects, mainly because of the substantial amount
of capital required, advanced technology and high risk. Therefore, the
Government, through the Saudi Basic Industries Corporation (SABIC),
formed many joint venture projects with foreign companies to produce
petrochemical output including Methanol, Ethylene, Polystyrene, iron,
Urea and Glycol. These products are used as raw materials and feedstock
by the second generation industries.
Petroleum refining is the second area in which the Kingdom has a
comparative advantage. The responsibility of carrying out petroleum
refining projects was entrusted to The General Petroleum and Mineral
Organisation (Petromin) which was established in 1962. It has to date
founded three oil refineries in Jeddah, Riyadh and Yanbu, in addition to
five refineries for exports, three of them still under construction.
The third organisation involved in developing the Kingdom's oil-based
industries is Aramco, which is currently owned by the State and has been
engaged in developing a gas gathering system which provides the national
industries' energy needs.
The oil-based industries are very important because they provide low
cost energy and raw materials; to a limited extent they create
employment opportunities for Saudi citizens.
Non-Oil Industries
Several measures were adopted by the Government during the l950s and
1960s to encourage the domestic private sector and foreign investors to
set up non-oil industries. These measures included, in particular, the
issuing of the Regulation for the Protection and Encouragement of
National Industries, the establishment of Petromin, and industrial
survey in 1962, the issuing of the Foreign Capital Investment
6
Regulations in 1964, the issuing of a Company Law in 1965 and the
establishment of the Industrial Studies and Development Centre in l967.
Despite these measures obstacles existed which prevented the emergence
of large scale non-oil industries until the mid 1970s. These included
the absence of financial facilities necessary for the establishment of
industrial projects, lack of raw materials, a skilled labour force, the
necessary physical infrastructure and the preference of Saudi nationals
to invest in property rather than in industrial projects; in addition,
the domestic market, with a small population and low average income
levels, worked against the expansion of non-oil industries. However,
this gave small factories and workshops an opportunity to extend
throughout the Kingdom, since their establishment required neither large
amounts of capital nor highly skilled labour nor a large market place.
Accordingly, businesses employing less than 10 persons accounted for
96.5% of the total industrial concerns by l97l.
The Government offered various financial and non-financial incentives in
the mid l970s to encourage the private sector to set up non-oil
industrial projects producing import substitution goods directed mainly
at the domestic market.	 These included food, beverages, dairy,
chemical, metallic and non-metallic products. 	 Government incentives
included the provision of medium and long-term interest free loans of up
to 50% of the total cost of the project with a repayment holiday of
between one and two years, exemption from custom duties on raw materials
and machinery used in production, preference of national products on
government contracts, distribution of land in various industrial cities
at nominal rent, subsidised prices for electricity and water and the
imposition of tariffs on similar foreign products; the latter was
possible given the ability of the national factories to provide at least
70% of the market demand.8
However, these incentives were confined to factories whose invested
capital exceeded one million riyals. This increased the profitability
of these factories and hence the contribution of internal funds as a
source of finance.
The response of the private sector to these incentives is shown in the
number of factories and the contribution of the manufacturing sector to
7
total GDP and to non-oil GDP. 	 Table 1.3 shows that the number of
factories operating in the Kingdom up to 1987, reached 2,016, covering
all economic activities. Of these 31% were small according to the
definition adopted in this study (employing between 10 and 30 persons
and their invested capital ranged between one and five million riyal).9
The contribution of the manufacturing sector to total GDP grew on
average by 46.8% (14.3% in real terms) per annum during 1975-80,
increasing from SR 1.6 billion to SR 6.5 billion. This is higher than
the average annual growth rate of 13.6% (11.6% in real terms) attained
during 1970-74.
Despite the industrial development which has taken place since the mid
1970s, small factories and workshops continue to play a dominant role in
some industries. The Censuses of private establishments conducted in
1976 and 1981 indicated that 92.8% and 91.2% respectively of industrial
concerns employed less than 10 people (as shown in Table 1.4).
Many factors support and facilitate the continued existence of small
factories and workshops. These include the market size, high
transportation costs and frequent changes in the nature of products.
The cost of transportation and the availability of raw materials
throughout the Kingdom have defined the market size for products like
blocks, bricks, tiles, marble and ready-mixed concrete. Table 1.4 shows
that 76% of factories producing building materials are small (employing
less than 10 persons and their invested capital is less than one million
riyal).
The products of some industries are subject to frequent changes due to
the development in consumer tastes and preferences; small concerns are
often more flexible in adjusting to these changes. Industries which
exhibit this tendency are furniture, clothes, shoes and certain types of
building materials. This is also reflected in the number of concerns
which sell these products in wholesale and retail trade sectors. Table
1.5 shows that there were 80,266 establishments in the retail trade
sector in 1981, 94.3% of them employing less than five individuals.
There were also 4,460 establishments in wholesale trade, 88.6% of them
employing less than ten persons.
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During 1973-80, Saudi society was exposed to a Western way of life more
widely than ever before. This openness, coupled with high purchasing
power, brought about rapid change in taste and fashion. Tables 1.3 and
1.4 show that 34% and 98.6% of small factories and workshops in sample 1
and 2 respectively, are engaged in manufacturing clothes, leather and
textiles.
After 1982, the growth rate of the value added of the manufacturing
sector started to decline. It registered a negative growth rate of -
1.1% and -9.8% (-2.2% and -9.8% in current prices) in 1986 and 1987
respectively, (as is shown in Appendix A). This was due partly to the
decline in government spending, completion of most infrastructure
projects and the departure from Saudi Arabia of many foreigners,
especially construction sector workers; it was due partly to the
inability of the industrialists to adjust to the new economic
conditions, which, in turn, reflected in particular the lack of
managerial and marketing skills, low labour productivity, and the
absence of financial control which resulted from the lack of a national
standard for accounting and auditing and the tight lending policy
adopted by commercial banks which resulted from the absence of
regulations to determine the relationship between the banks and their
customers. These points will be discussed in the light of the
statistical findings of the field survey in Chapters 6 and 7.
1.1.3 The Trade Sector
Prior to the discovery of oil in 1938, trade was considered the most
preferable economic activity for Saudis, especially those who lived in
the Western region of the Kingdom, close to the holy places of Mekkah
and Medina which attract large numbers of pilgrims annually to perform
Hajj. To cater for the large influx of pilgrims, the merchants imported
large quantities of goods, ranging from foodstuffs to manufactured
commodities. These imports were financed by the wholesalers themselves
or by borrowing from friends, relatives and, in some cases, from money
changers. There were no commercial banks to provide financial
facilities, although Banque d'Indochine et de Suez set up an office in
1926 to exchange currencies for pilgrims from French colonies.
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The discovery of oil in 1938 changed the structure of wholesale and
retail trade by creating an expansion of the market resulting from the
inflow of expatriate labour and the improvement in the Saudis' standard
of living. Accordingly, the number of establishments increased; new
specialised wholesalers and retailers emerged to serve the new
construction sector and a new mixture of goods and merchandise appeared
in the market to meet the demand of the expatriate labour force.
These structural changes were reinforced by the establishment of the
National Commercial Bank in 1938, as the first domestic bank in Saudi
Arabia, followed much later by the establishment of the Riyad Bank in
1957. The financial facilities provided mainly by these two banks
during this period enabled wholesalers to extend credit to retailers.
Again it is useful to divide the later period under study into three
sub-periods. These are:
The First Period 1964-72
In each city of the Kingdom, regardless of its size or location, the
commercial centre contains both wholesalers and retailers who sell a
variety of goods, ranging from foodstuffs to manufactured items. The
centre is normally designed in a manner which segregates the shops
according to the type of commodity sold.
Retail shops are generally very small, with their size usually ranging
from 20rn2 to lOOm2 . These shops are characterised by high rent and
inadequate parking facilities. Most of these shops are family concerns,
where the oldest member is the founder and the manager of business.
Usually one or two of his brothers or his sons help him to operate the
business. When he dies, or retires, the oldest member of the family
succeeds him. Some shop founders avoid expanding the business in order
to confine employees to members of the family; others viewed expansion
during this period as an opportunity to accumulate wealth. Therefore,
it became acceptable to employ people from outside the family; in many
cases such employees came to be regarded as members of the family, later
becoming partners with the founder of the business.
The retailers bought their goods and merchandise from wholesalers who
were located in the same Street. This close location of the retailers
13
and the wholesalers had, in fact, two advantages. First, the retailers
had neither to buy a large volume of goods and merchandise, nor to rent
warehouses. Second, it decreased the wholesalers' cost, particularly in
terms of transportation and debt collection.
During this period (1964-72) the traders depended very heavily on their
families, relatives, and the wholesalers to raise start-up, working and
growth capital.
It is useful to divide the individuals who started their business during
this period into two groups, to stress the relative importance of
sources of finance to each group. The first group included individuals
from well-established business families - characterised by being
experienced, wealthy and having a good relationship with many potential
sources of finance. These characteristics made it easier for the
newcomers to start their own business. Their families provided them
with funds which enabled them to rent a shop and buy goods and
merchandise; in addition their families introduced them to the
wholesalers, who provided them with trade credit.
The second group consisted of individuals who had no business background
but believed that trade was a profitable proposition. This belief had
been instilled in them by friends or relatives who were working in the
trade sector. This group relied partly on their personal savings, and
partly on friends and relatives to raise start-up capital. Also the
wholesalers would offer them credit on the recommendation of friends or
well-respected persons in the trade community.
The importance and increasing role of the wholesalers as a source of
finance during this period is largely attributed to the unwillingness of
the retailers to deal with commercial banks for religious reasons. But
the wholesalers could not avoid dealing with the banks to finance their
imports, which in turn enabled them to grant their customers trade
credit, especially on occasions such as Rarnadan, Eid and the pilgrimage
season.
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The Second Period 1973-82
The economy experienced considerable changes during 1973-82 in terms of
employment, per capita income, per capital consumption, capital
formation and consumer behaviour. The effect of these changes on the
wholesale and retail trade resulted in a totally different structure in
both.
Usually the transformation process which causes the structure to move
from one stage of development to another occurs gradually as a result of
the development and interaction of various economic and social factors.
But in the case of Saudi Arabia, the sudden and sharp increase in oil
prices during the nine years following 1973 left the Government with
huge financial resources and encouraged it to allocate a large
proportion of this money to economic and social projects. This
accelerated the development process and required the recruitment of
foreign labour and the importation of foreign goods and merchandise; the
size and nature of market demand changed, requiring the reorganisation
and extension of distributive channels in the retail and wholesale trade
sectors.
The response of the wholesalers and retailers to these structural
changes was reflected in:
1. The increasing number of establishments: from 25,870 in 1971 to
66,090 in 1981 (see Table 1.6).
2. The increasing number of employees from 75,360 persons in 1971 to
590,886 in 1981 (see Table 1.6).
3. The emergence of new distributive units, such as shopping centres,
supermarkets, department stores and out-of-town centres. These
units were set up in the new residential areas, which spread
around the city. New residential areas were built in response to
the increasing demand for housing, mostly from the huge number of
foreigners who were invited to participate in the country's
development.
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Table 1.6
Number of Establishments
City	 1967	 1971	 1976
	
1981
Riyadh
	
8,367
	
11,776
	
16,409
	
30,611
Jeddah
	
8,269
	
11,020
	
13,828
	
28,651
Dammam	 2,158
	
3,074
	
4,405
	
6,828
Total
	
18,794
	
25,870
	
34,642
	
66,090
Number of Employees
City	 1967	 1971	 1976	 1981
Riyadh	 21,741	 30,455	 94,991	 272,376
Jeddah	 28,185	 34,506	 62,907	 221,975
Dainniam	 6,733	 10,399	 32,670	 96,535
Total	 56,659	 75,363	 190,568	 590,886
Source: Ministry of Finance and National Economy, Central Department
of Statistics, Census of Private Establishments, 1967, 1976,
1981.
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Also the interest-free loans provided by the REDF accelerated the
building of these residential areas.
In the light of the above, it may be asked how new entrants and existing
traders managed to cope financially with these developments? Which
sources of finance did they rely on to provide start-up, working and
growth capital?
To identify these sources it is helpful to classify new entrants into
three groups. The first group consisted of those who made tremendous
wealth from speculation in properties. They entered the trade sector in
order to invest part of their wealth. The members of this group were
capable of internally financing themselves.
The second group consisted of former government employees who collected
their pensions and set up businesses in the trade sector. The members
of this group depended partly on their savings and partly on friends or
relatives to raise the start-up capital; they also depended on the trade
credit granted to them by the wholesalers.
The third group consisted of foreigners, from countries like Afghanistan
and Lebanon. These were traders in their own countries, who brought
their wealth with them and established businesses under a Saudi name,
because government rules prevented foreigners from owning businesses in
the trade sector. This group was largely capable of financing
themselves internally.
The Third Period 1983-87
The interaction of many factors including the sharp decline in oil
prices, the downturn in government spending and the departure of a large
number of non-Saudi workers has moved the economy into a period
characterised by the following:
- lower growth rates in many sectors and decline in other.
- intense competition.
• A tightened lending policy on the part of banks and development
funds.
- disappearance of abnormal profits.
- greater fluctuation of exchange rates.
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These characteristics contributed in changing the structure of the trade
sector during this period. Many retailers and wholesalers were forced
either to diversify their businesses, move into new locations or leave
the market totally.' 0 The choice between these alternatives depended to
a large extent on the managerial skill and experience of the owner-
manager as well as on his ability to gain access to external sources of
finance.
The competition among the merchants is expected to improve their
managerial skill and marketing approach and it is also expected to
eliminate those who cannot adapt to the emerging economic climate and
cater to the needs of the more stable economic conditions. This process
will particularly involve those retailers and wholesalers who sell
construction materials. Those who sell cloth, footwear, furniture and
furniture accessories are expecting, if they wish to survive, to have to
introduce new marketing methods and respond very quickly to changes in
consumers' tastes. This new structure leaves no room for those who lag
behind.
1.2 THE DEVELOPMENT PLANS"
The importance of economic planning to the Saudi economy emerged from
the reluctance and inability of the private sector to carry out the
diversification process. This was due partly to the lack of physical
infrastructure, capital and know-how and partly because of the
preference of Saudis for investing in property and trade which promised
a fast return and low risk. However the Government was not in favour of
dominating the economy, therefore, economic planning was adopted as an
instrument to guide the private sector, through the provision of
incentives and facilities to invest in certain sectors and also to
define the role of the Government in the development process.
The long-term strategy of the four successive development plans,
starting in 1970, was to reduce the Kingdom's heavy dependence on crude
oil as the only source of national income by creating a diversified
economy characterised by the following features:
- modern physical infrastructure.
- high standard of living.
- strong private sector.
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- provision of social services.
It is useful in the light of these objectives to examine the trend and
performance of each plan.
The First Development Plan (1970-75)
This plan was relatively modest in size due to the financial constraints
which emerged from the Government's commitments to aid the front line
countries against Israel in the Middle East War during 1967. This
caused a deficit in the balance of payments of SR 360 million in 1968
and SR 527 million in the following year.
However, the plan anticipated that government revenues would range
between SR 33.8 billion and SR 37.4 billion, whilst the projected
expenditures ranged between SR 22.9 billion and SR 4.13 billion. 50.1%
of the outlay was devoted to infrastructure development to increase the
absorptive capacity of the economy, 8% to social development largely to
secure the continuing provision of free education and health, 30.7% to
human resources development and 11.2% to economic resources
development. 12
A comparison of the actual and projected growth rates of various
economic sectors, demonstrates clearly to what extent the plan was
successful in achieving its targets.
Total CDP increased by 13% in constant prices per annum which exceed the
anticipated target of 9.8%.13 This high growth rate is attributed to
the tremendous increase in oil prices and production in late 1973 which
caused the oil GDP to increase from SR 28.7 billion in 1973 to SR 83.4
billion in 1974 (Table Al Appendix A), while the non-oil GDP increased
by 10.1% or 1.9% less than the projected target. Moreover, the
agriculture and manufacturing sectors could not meet their respective
target growth ratio of 4.6% and 14%; agriculture
19
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-8.7
-15.1
-6.7
-3.7
-7.8
13.0
-20.0
11.4
1.9
16.7
-9.8
-11.8
-11.8
-2.5
-0.8
4.7
25.6
-2.4
-1.6
-2.7
14.0
-12.8
10.5
1.1
4.2
-2.0
-7.6
-6.5
-6.0
-4.0
Table 1.9
Growth in Oil and Non-Oil Sectors Compounded Annual Real Rates of Growth
Sectors	 I Plan	 II Plan III Plan Average of 	 1986
	
1987
Average Average Average
	 all 3 Plans
Total GDP (oil & non-oil)	 13.0	 9.2	 -1.6	 6.9
Oil sector GDP	 15.1	 4.8	 -14.5	 1.8
Non-oil GDP	 10.1	 14.8	 6.2	 10.4
Government	 20.1	 14.6	 2.8	 12.5
Private	 6.6	 14.9	 7.8	 9.8
Agriculture	 3.6	 6.9	 9.5	 6.7
Construction	 21.4	 15.8	 -2.4	 11.6
Utilities	 3.4	 21.9	 21.2	 15.5
Manufacturing	 3.9	 9.8	 7.3	 7.0
Refining	 0.9	 6.1	 3.0	 3.3
Other	 10.8	 15.4	 11.7	 12.6
Transport, coinmu, storage	 0.7	 19.3	 7.1	 9.0
Wholesale & retail trade,
restaurants & hotels	 13.8	 22.7	 8.7	 15.1
Finance, insurance, real
estate & business services 	 7.9	 23.7	 2.5	 11.4
Community, social & personal
service	 7.1	 10.6	 4.4	 7.4
Source: Saudi Arabian Monetary Agency, SAMA, Annual Report, 1986, p15.
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increased by 3.6%/annum and manufacturing by 10.8%/annum. EL Mallakh
attributed the failure of both sectors to meet their targets to the
small amounts allocated for their development.'4
The Second Develo pment Plan (1976-80)
This plan was prepared under much improved financial circumstances than
the first plan, due to the rise in oil prices and production which
generated a huge foreign reserve, but the availability of funds alone
does not mean smooth plan implementation; other constraints existed
including inadequate infrastructure and supply of labour as well as
increasing inflation.
The oil revenues accrued by the Government during the last two years of
the first plan and the buoyant oil market enabled the Government to
project the total outlays at SR 498.2 billion, of which 63.9% was
allocated to development expenditure; 35.5% went to development of
physical infrastructure, 25.2% for the development of human resources,
10.4% for social development and 28.9% for the development of economic
resources.
The most distinctive features of the Second Plan were the establishment
of specialised credit institutions and the creation of new industrial
cities at Jubail and Yanbu to develop petrochemical industries.
The total GDP increased by 9.2% in real terms per annum which was less
than the projected figure of 10%. This was due to the decline in the
growth rate of oil COP which recorded a negative growth rate of -1.7% in
1978 (Table A.l Appendix A). On the other hand the non-oil GOP
increased by 15.1% in real terms exceeding its target figure of 13.3%.
This was in part due to the huge amount of credit provided by the
specialised credit institutions which increased from SR 5.8 billion in
1976 to SR 19.0 billion in 1980 and also to the ability of the
Government to increase the absorptive capacity of the economy.
Accordingly the manufacturing sector exceeded its growth rate of 15.4%
and agriculture exceeded its target of 4%, to register 6.9% real growth
rate.
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The Third Development Plan (1981-85)
The success of the Government to bring inflation down from 61.4% in 1975
to 9.6% in 1980, and to increase the absorptive capacity of the economy,
allowed it to shift the emphasis from developing the physical
infrastructure to expanding agriculture, industry and mining. Also more
weight was given to the development of human resources through free
education, health and training to reduce expatriate manpower.
To assess the performance of the Third Plan, figures presented in Table
1.9 show that the non-oil sector grew at a compounded rate of 6.2% per
annum in real terms which was consistent with the targeted figure.
Agriculture increased by an average annual rate of 9.5%, higher than the
projected rate of 5.4%. This was due mainly to government support which
included interest-free loan and input and output subsidies.
Manufacturing grew by an average compounded rate of 11.7% per annum,
less than its target of 14%.
The Fourth Develo pment Plan (1986-90)
This plan was prepared against a background of financial shortages
generated by the low demand for oil; oil production dropped to its
lowest level in 1985 (2.5 million barrels a day) and consequently the
non-oil CDP is anticipated to grow at an average annual rate of only
2.9% compared to the 6.2% achieved during the Third Plan. The planned
growth of the non-oil sector is based on an expected increase in
productivity and the continuous provision of government incentives.
Therefore, development expenditures have been allocated accordingly.
27.1% of the planned development spending (SR 500 billion) is allocated
to the development of human resources; this is 8.8% higher than the
actual amount spent during the Third Plan. This reflects the
Government's intention to increase productivity to reduce the size of
the expatriate workforce. 26.1% is devoted to the development of
economic resources, representing 8.6% more than the actual amount spent
during the Third Plan; again indicative of the Government's desire to
reduce dependence of the economy solely on crude oil; 15.4% and 13.5%
respectively are allocated for the development of transport and
communication systems and municipalities and housing compared with 24.7%
and 19.3% during the Third Plan.
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Figures presented in Table A.2 Appendix A and Table 1.9 show that the
non-oil sector failed to meet its target during the first two years of
the plan; it registered a negative growth rate of -6.7% and -2.4% in
1986 and 1987 respectively (-8.3% and -3.3% in nominal ternis).
Manufacturing also fell below its anticipated growth target; it grew by
-1.1% and -9.8% in 1986 and 1987 respectively (2.2% and 9.8% in current
prices). Agriculture grew by 13% in both 1986 and 1987, which exceeded
its growth target. Negative growth of the non-oil sector was due to a
sharp decline in oil revenues which decreased from SR 121.3 billion in
1985 to SR 88.4 billion and SR 42.5 billion in 1986 and 1987
respectively, having a major impact upon government spending and the
consequent multiplier effects upon the private sector.
As a result of the decline in the oil revenues, the Fourth Development
Plan urged the private sector to assume more effective participation in
the development process in the coming years to replace the Government's
leading role in keeping the economy growing along a stable and
sustainable path. In response to the new economic conditions in Saudi
Arabia the Fourth Development Plan strategy has introduced major change
in the respective roles of the Government and the private sector. In
particular, it places greater emphasis than previous plans on the role
of the private sector. Previously the Government took the leading
executive role, especially in developing the country's infrastructure
and in the large industrial development in Jubail and Yanbu. With these
programmes nearing completion, and with the growing strength of the
private sector, the Government will in future concentrate more on
regulatory and promotional functions and allow the private sector,
through the market system, to meet the Kingdom's demand for goods,
services and facilities.15
The four successive development plans concentrated on one element -
finance - to encourage the participation of the private sector in the
development process. While other important factors such as improving
management, marketing and productivity were not given sufficient weight.
The absence of the interaction between these factors and interest-free
loans and subsidies created an inefficient private sector incapable of
carrying on its role when the economic climate changed. The success
achieved by the private sector up to 1982 is mainly attributed to the
buoyant economic climate which was able to disguise and offset the
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underlying negative features of private sector industry. This climate
was described by J R Presley as follows:-
1. "There was a lack of sophisticated financial control within
business; financial management was in its infancy in the Gulf in
this period and accounting standards were not yet established.
2. Marketing skills were unnecessary in a buoyant market place and
were therefore neglected.
3. High profit margins meant that pressures on cost control did not
exist.
4. Some businesses were very dependent upon individual, big projects
and vulnerable because of a lack of diversification.tl6
Moreover, the four development plans failed to create a link between
small, medium and large concerns which constitute the elements of the
manufacturing and trade structure. There are many activities in which
the small workshop complements the small factory and, in turn, the small
factory complements medium and large factories. This complementarity
may take various forms including repairing, installing and retail trade
servicing. Emphasis should be placed upon the ep1oration of
opportunities where such complementarity can exist and incorporating
them into the national development plan. To ensure the effectiveness of
the new structure generated by the linkage between small, medium and
large concerns, various measures must be taken simultaneously to
transform existing traditional small businesses into modern ones in
terms of management, marketing and productivity.
1.3	 PUBLIC FINANCE
Budgeting complements planning as a tool for carrying out the
development process in Saudi Arabia - every government department
prepares its budget in the light of the development plan and has them
approved by the Ministry of Finance and National Economy which then is
responsible for allocating revenues among the various departments.'7
The revenues are generated from two main sources:
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1.	 oil revenues, which include royalty fees and income tax from oil
companies.
2.	 Non-oil revenues, which the government accrues from:
- custom duties
- import tariffs
- fees from rental and sale of public property
- income from investment abroad
- income taxes such as Zakat, which is imposed only on Saudi
citizens and companies at a rate of 2.5% per annum on their
total net worth. Other taxes are imposed on foreigners'
income as well as on the profits of foreign companies after
the tax holiday.'8
However, merchants and industrialists in Saudi Arabia are not required
to pay value-added tax (VAT), social security or rates on property.
Even Zakat might not be paid fully by small businesses since the
majority of them, (as shown in Chapters 4, 5 and 6) do not keep
accounting or financial records, therefore in most cases the amount of
Zakat due is estimated by Zakat inspectors. The end result is a greater
net profit which should increase the contribution of internal funds as a
source of finance for small businesses.
oil and non-oil revenues are allocated to two main uses:
1. Project expenditure
2. Recurring expenditure which includes:
- salaries and allowances of government employees
- government administrative expenditure
- pensions, social security, subsidies and foreign aid.
Oil revenue is the major source of income in Saudi Arabia, averaging
88% of all revenues during 1964-82 and reaching 97.3% and 90.5% in 1974
and 1980 respectively. Revenue from non-oil sources are obviously
insignificant in comparison. El Mallakh attributed the slow growth of
non-oil revenues to the following:
"(1) rapid growth in oil income and overdependence on it as a source of
government revenue; (2) the Government's liberal foreign-trade policy;
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(3) encouragement of domestic private investment by giving tax exemption
or levying very low tax rate; (4) government subsidies, especially for
customer goods not produced domestically; (5) the refusal of the
Government to tax the incomes of Saudis and nationals from neighbouring
Arab countries; and (6) weaknesses in the Government's administrative
machinery with regard to tax gathering and tax legislations."'9
The heavy dependence of total expenditure on oil revenues came about as
a result of the short sighted view and lack of sophistication of the
budget as an instrument to regulate economic activities. Over this
period the Government had generally estimated its expenditure according
to oil revenue and, if actual expenditure exceeds this revenue, the
difference has been financed by drawing from the national reserve.
Likewise if the actual oil revenue was higher than actual expenditure
the surplus was added to the reserve. The implementation of this
balanced budget policy depended to a large extent on the huge amount of
reserves accumulated between 1973 and 1982. After 1982 the reserve was
depleted rapidly, particularly from 1984 onwards as budget deficits rose
due to a host of factors (see Table A.2 Appendix A). The most important
of these factors have been the glut in the oil market, the disagreement
among OPEC members to stick to the agreed quotas and official prices,
the commitment of the Government to aid Iraq in its war with Iran and
the decline in the dollar value. Consequently the Government was forced
to consider alternative methods to finance public expenditure in order
to sustain economic growth, since the private sector depended very
heavily on government spending.
Public spending can be financed by one or a combination of the
following:
- borrowing from the international market
- borrowing from the internal market
- income taxes
- custom duties and import tariffs.
Borrowing from foreign banks is not expected to present difficulties
given the Kingdom's huge oil reserves. But this option was ruled out
for two main reasons. First, there is more liquidity in the economy,
particularly within the private sector to provide the necessary funding.
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Second, borrowing from abroad is viewed as damaging the image of Saudi
Arabia as a financial giant.
On the other hand, to tax the incomes of Saudis is not favoured by the
Government either. Income tax on foreigners was introduced in December
1988 but it was abolished two days later. It was expected to raise SR 6
billion.
Therefore, the Government adopted two policies to finance the budget
deficit of 1988. First, it issued treasury bonds: "In order to meet
the expenditures of the development projects included in the budget, the
Ministry of Finance and National Economy is authorised to borrow no more
than SR 30 billion during the fiscal year l4O8/O9.20 The bonds issued
were confined to commercial banks, possth1tvoid any controversy
with religious' leaders over the interest issue. The hope has been that
such issues will be attractive enough to persuade commercial banks in
the Kingdom to bring back some of their overseas assets; whether this is
of long-term viability depends to a large extent on the competitive
return which Saudi treasury bonds can offer compared to the United
States treasury bond since there is no secondary market in Saudi Arabia.
It is also expected that the bond issue will provide SAMA with a new
device for carrying out monetary policy besides the bankers' security
deposit account (BSDA), legal reserve and moral suasion. 21 However, the
effectiveness of the treasury bond as a tool of monetary policy depends
to a large extent on the availability of an advanced capital market; G
Darrance has argued, for example that: "Open market operations, as their
name implies, are transactions conducted on an organised market. They
are one of the means by which a central bank can alter the total of its
assets and, hence of its liabilities. However, because they are market
operations, they can be conducted only if there is a satisfactory market
for the assets normally bought and sold by a central bank - usually
government securities. A market will not be satisfactory if significant
transactions by the central bank lead to a considerable alteration in
the price of the relevant securities. Therefore, if the central bank is
to engage successfully in open market operations, there must be a well-
developed capital market in which the activities of the central bank
play only a relatively minor role."22
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The second policy adopted by the Goverrmient to fund part of the budget
deficit was increasing custom duty from 7% to 12% and imposing 12%
tariffs on goods and merchandise which were previously subject to a 10%
tariff. 23 This increase in import tariffs aimed to protect the national
industries against dumping and to strengthen the competitive position of
the non-oil private sector and imports.
In order to reduce the unnecessary spending the Government must review
the subsidy system especially those which were originally provided to
protect the citizen against inflation and those which are provided to
import agriculture and industrial machinery and equipment. Leasing and
hire-purchase financing arrangements can serve the same purpose with
better utilisation of public spending. This is discussed in Chapter 8.
1.4 FOREIGN TRADE AND BALANCE OF PAYMENTS
The limited production base of the Saudi economy due to technological,
managerial and other constraints, necessitated an important role for the
foreign trade sector, providing the Kingdom with consumer durable goods,
capital goods, skilled manpower and foreign exchange, prerequisite
elements for economic development.
The free trade policy encouraged foreign investment, the transfer of
technology and the movement of factors of production. Accordingly, the
Government pursued a policy which ensured the free movement of capital
in and out of the Kingdom, free transfer of remittance and relatively
low import tariffs on goods and commodities. Tariffs have been
introduced for a number of reasons in the context of Saudi Arabia, but
in particular they have been introduced to:-
1. Protect infant industries at a rate of up to 20% for five years
and conditioned by the ability of the factory to meet at least 70%
of the total market demand.
2. Protect national products against dumping.
3. Offset the decline in government revenues.
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Tariffs were increased in December 1987. The new rates were "12% on
items which were previously subject to 7%, 12% on previously duty-free
items, except some basic foods items and necessities, 20% on items which
were previously subject to 10% and 20% duty on some items, already in
force, shall remain unchanged."24
The commercial relationship between Saudi Arabia and the rest of the
world is best presented within a framework of balance of payments. Oil
exports are a key element in the trade balance. Its share in total
exports never fell below 99.5% during 1974-81. This very high ratio
exposes the economy to international economic fluctuations. As a
consequence the Government encouraged the private sector through
planning, budgeting and free trade in an attempt to reduce this ratio in
the long term. Imports of capital goods, manpower and technology, were
the only tools available to the private sector to fulfil this objective.
As a result, imports grew by an average annual rate of 42.5% during
1974-81. This was below the growth rate of oil exports which registered
86.7% per annum during the same period. The large discrepancy between
these two rates was attributed mainly to the low absorptive capacity of
the economy and the tight fiscal and monetary policy adopted by the
Government to control inflation which reached its maximum level in 1975
(61.4%).
The structure of the Kingdom's foreign trade and balance of payments
started to change in 1982 as a result of the fall in oil exports, which
registered a negative rate of growth of 40.4% in 1987. Imports also
started to decelerate in 1983 and 1984 registering a negative growth
rate of -25.5% in 1987. Other factors accounting for the decline in
imports were the completion of most physical infrastructure projects
financed by the Government and the increasing share of import-
substitutes, especially in agriculture; this has shown itself in a
decline in the import to non-oil GDP ratio. This ratio fell from 56.1%
in 1982 to 45% in 1985 and 36.5% in 1986 respectively. Similarly, the
percentage share of non-oil exports increased from 1982 largely due to
the increasing share of refined oil products and petrochemical products.
It must, however, be emphasised that the success of the private sector
in increasing import-substitutes and reducing the share of oil exports,
in total, is due mainly to the generous subsidies and other financial
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facilities provided by the Government. Therefore, it is advisable at
this stage for the Government to review this package of incentives in
the light of the available financial resources; such a review may allow
resources to be more efficiently utilised by introducing other
alternatives, particularly, one might expect, the promoting of non-oil
exports, leasing and hire-purchase and perhaps the introduction of the
Musharaka financing method in the private sector. These measures may
contribute to reducing imports and increasing exports.
The Government in 1985 set up the Export Promotion Council under the
supervision of the Council of Saudi Chambers of Commerce and Industry to
encourage private sector exports, and is studying ways of providing
export credit facilities to overcome the financial difficulties which
are normally associated with exporting. But encouraging exports
requires a modern accounting and auditing system as well as the
industrialists' willingness to provide reliable financial information to
assist the provider of the funds to assess the exporters'
creditworthiness and to provide importers with a picture of the
financial position of the exporters.
The second part of the current account balance is invisible trade
(services and transfers). The major item in the receipts side is
investment income which grew at an average annual rate of 91.3% during
1973-81. This high growth rate is attributed to a continuous increase
in Saudis' foreign assets abroad and high interest rates in the
industrial countries. As oil earnings started to fall, the growth of
investment income slowed down in 1982 and 1983 and then registered a
negative growth rate. Other factors contributed to a decline in
investment income, such as the Government's commitment to support Iraq
in its war with Iran, the withdrawal of assets from the national reserve
to finance deficits for the four years following 1984, and a decline in
interest rates in the Western industrial countries.
The main items which appear on the payment side of the account balance
are: firstly, "other government services" which include mainly foreign
aid and the Kingdom's subscription to the international and regional
development agencies.	 Table A.3 Appendix A shows that this item
increased at an average annual growth rate of 67.1% during 1973-81. It
rose from SR 2.9 billion in 1973 to SR 96.7 billion in 1981, when it
32
constituted 18.5% of the Kingdom's total GDP. This high growth rate was
mainly due to the continuing aid given to the front line countries in
their conflict with Israel, and to Iraq in its war with Iran.
The second related item on the payment side of the current account
balance is the private transfer; remittances grew at an average annual
rate of 40.9% during 1973-81, reflecting the increasing number of
expatriate workers (growing by 16.5% per annum during 1975-80).
A study of the main elements of the current account balance reveals the
following salient features:
1. Oil exports are the only elements which determine the strengths or
weaknesses of the current account balance. This is clearly
revealed in Table A.3 Appendix A, when oil earnings increased
substantially in 1974 and 1980, the current account balance
increased from SR 9,334 and SR 37,231 to SR 81,990 and SR 137,746
respectively. As oil earnings declined for five successive years
following 1982, in addition to 1978, the current account
registered a deficit. This data demonstrates clearly the
overwhelming dependence of the Saudi economy on one commodity -
oil - in generating the foreign exchange necessary for the
implementation of the development process.
2. The shares of "private transfer" and "other private services" in
total payments continued to increase despite the decline in oil
revenue. It rose from 28% in 1982 to 44.9% in 1986. This
indicates clearly the importance of the service sector (operations
and maintenance) in the coming decades after completion of the
basic physical infrastructure. It also makes obvious the need for
a comprehensive review of the educational system and Saudiisation
programme in order to identify the need of the service sector, and
to find ways to address these needs. Furthermore, commercial
banks need to introduce special lending packages to encourage the
Saudis' involvement in the service sector. These processes would
help reduce the share of these two components in the total
payments.
33
As our discussion in the previous pages shows, the current account
balance, after a ten year period ending in 1982 (except 1978) enjoyed a
surplus.	 In contrast, starting in 1983 it had a deficit for five
successive years.
	 It is relevant at this stage to see where these
surpluses were channelled and how the deficits were financed.
Table A.3, Appendix A, shows that part of the current account surplus
finds its way aboard through private capital outflows, oil sector
transactions and through commercial bank activity, while the rest goes
to SAMA's reserve. Between 1973 and 1982, the merchandise trade
balances amounted to SR 1306.6 billion, and the transfer and service
account to SR 681.2 billion.	 The difference (SR 625.4 billion) was
recorded as surplus in the current account. Direct inflows and oil
sector transactions added SR 25.6 billion to the current account, making
the overall surplus SR 650.9 billion. Part of this amount found its way
abroad through the commercial banks which increased their foreign assets
by SR 57.3 billion, while SR 63.4 billion was channelled abroad through
private sector investments. The rest (SR 530.3 billion) was added to
SAMA's reserves.
The current deficits in 1978 and 1984 were financed by drawing down the
official capital reserves by SR 15.9 billion and 34.5 billion
respectively.
1.5 MANPOWER
This section discusses Sauci manpower as a factor having a negative
impact on the diversification process. To delineate this impact
clearly, the labour market is disaggregated into two market segments:
Saudi and non-Saudi. This division is useful in raising two critical
policy questions. Firstly, which market segment (Saudi or non-Saudi) is
more capable of satisfying the needs of the private sector and why?
Secondly, do government efforts to raise the productivity of the Saudi
labour force reduce the number of expatriate workers?
The ability of the Saudi labour market to provide the private sector
with all the occupational categories needed is limited by a host of
factors, including the small size of population, a large nomadic
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population, a high rate of illiteracy and the reluctance of Saudis to
undertake certain jobs.25
The 1974 Census estimated the Kingdom's population at 7.01 million: 27%
nomads and a 34% settled population living in rural areas, of whom more
than 50% were farmers.26
In general Saudis are reluctant to do manual work because it is regarded
as being of low esteem; yet there is a high demand for this category of
job from construction, manufacturing and service sectors (operation and
maintenance). The proportion of manual workers in the total labour
force reached 32.6% in 1985 (as shown in Table 1.10). The demand for
this type of job is expected to increase with the completion of the
physical infrastructure and the intention to expand the manufacturing
sector.
The interaction of these factors with the lower wages and salaries of
expatriate workers made the non-Saudi labour market more accessible and
attractive to the private sector. This is reflected in the ratio of
expatriate labour in the total workforce which increased from 40% in
1975 to 50.7% and 59.8% in 1980 and 1985 respectively. This was also
evident from the rate at which expatriate labour grew, by 11.7% per
annum during 1980-85; this amounted to an increase of 1,127,200,
constituting 79.4% of the increase in total employment (1,420,000) as is
shown in Table 1.11. Saudi labour, which grew at an average annual rate
of 3.7% during the same period, accounted for only 20.6% of the increase
in the total employment.
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Table 1.10
The Manpower by Occupational Category
Professional Category	 1404/1405 H
	
1409/1410 H Manpower change
Manpower	 Manpower	 from 1404/05 -
1409/10
000	 %
Professional/technicians
Administrative	 563.9 12.7
Managers
Office employees	 1,020.2 23.0
Skilled/semi- skilled
manual workers	 1,451.8 32.6
Unskilled workers	 1,410.1 31.7
000	 %
	
558.6 13.2	 (-)0.9
	
1,001.6 23.7	 (-)1.8
	
1,445.5 34.3	 (-)O.4
	
1,214.8 28.8	 (-)l3.9
Total (civil sector)	 4,446.0 100	 4,220.5 100	 (-)5.1
Source: Saudi Arabia, Ministry of Planning, The Fourth Develo pment Plan
1405/1410 (1985-1990 AD), p89.
In view of this data, which clearly displays the economy's heavy
dependence on expatriate labour, the Government in its third and fourth
development plans adopted several measures aimed at increasing the size
and productivity of Saudi manpower. These measures included expanding
general vocational and technical education, introducing anti-illiteracy
and adult education programmes, encouraging the private sector through
financial incentives to train their employees, and the utilisation of
capital intensive production methods.
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Table 1.11
Nationa1it Comvosition of the Civilian Labour Force 1980-1985
Labour Force	 Labour Force Growth
1980	 1985	 Increase Average
Annual Rate
Saudi Men
Saudi Women
Sub-total: Saudi
Sub-total: Non-Saudi
Total
	
1,366.4	 1,649.2
	
126.8	 136.8
	
1,493.2	 1,786.0
	
1,532.8
	
2,660.0
	
3,026.0
	
4,446.0
282.8
10.0
292.8
1,127.2
1,420.0
3.8
1.5
3.7
11.7
8.0
Source: Saudi Arabia Ministry of Planning, The Fourth Development Plan
(1985-90) , p36.
However, increasing the productivity of the Saudi labour &irce
training and the adoption of capital intensive methods will not meet the
expectations of planners who aim to reduce the size of the expatriate
workforce and keep the production level growing. Two reasons account
for this fact:-
1. The proportion of Saudi workers in total employment is very low in
the non-oil producing sector. Tables 1.12 and 1.13 show that this
ratio did not exceed 16.1%' in the manufacturing sector and 19.8%
and 37% in both wholesale and retail trade sectors. Also a study
conducted by the Ministry of Finance and National Economy
estimated the proportion of Saudis working in the manufacturing
sector at 9.5% and, if the Saudis working in SAZIC were excluded,
the ratio reached only 49%27
This data indicates clearly that increasing productivity through
training will benefit the expatriate labour force who are
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temporarily working in the Kingdom. Similarly capital intensive
production will raise both productivity of Saudis and Non-Saudis
alike. It is only when capital can be substituted for labour, and
that labour is non-Saudi, that a major impact can be made on Saudi
productivity.
Table 1.12
Saudi and Non-Saudi Employees: Manufacturing Sector
Saudi	 Non- Saudi	 Total	 % Saudi % non-Saudi
Employees Employees Employees in Total in Total
1401
Juinad 1 (1402)
Muharram (1403)
Juinad 1 (1404)
Ramadan (1404)
Juinad 1 (1405)
Jumad 1 (1406)
Muharrain (1406)
14,085
25,983
27,526
31,049
32,711
29,769
36,059
36,083
142,002
161,389
192,586
217,494
228,559
227,293
229 ,289
228,215
156,087
187,372
220,112
248 , 543
261,270
257,062
265 ,34
264,298
9.0
16.1
12 . 5
12.5
12.5
11.6
13.6
13.6
91.0
83.9
87.5
87.5
87.5
88.4
86.4
Source: Ministry of Finance and National Economy, Central Department of
Statistics, Census of Private Establishments, 1401 AR (1981 AD) and i-
Annual Economic Trend Survey, various issues.
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2.	 Increased productivity as an objective of the third and fourth
development plans were not introduced within a comprehensive
scheme and regulations. This was indicated in the Fourth
Development Plan: "The key variables for planning have been
productivity increases and improvements in the quality of the
Saudi labour force. Neither of these, however, lends itself to
immediate administrative action of regulations.28
The main problem facing small businesses in Saudi Arabia with regard to
employing expatriate labour is in matching the skills required with the
workforce. This affects the internal financing ability of small
businesses in two ways. First, through low productivity which has its
impact on the level of profits. Second, wasted funds, time and effort
in the recruitment process. Usually small businesses recruit foreign
workers through the private recruitment offices which are spread
throughout the Kingdom. These contact similar agencies abroad in a
search for suitable employees. Sometimes the qualifications, skills and
experience of the required worker are specified in the work contract;
however sometimes they are not due to the owner-manager's lack of
knowledge or experience; in the latter case the Saudi businessman or
industrialist has two choices, either to return the worker to his
country which implies paying extra fees and going through complicated
procedures with regard to immigration and government recruitment offices
again or to employ unqualified and inexperienced workers to avoid
delaying production of goods or services. Owner-managers will on
occasions directly contact recruitment agencies abroad to avoid paying
fees to Saudi private recruitment offices. Here again inefficiencies
can arise when agencies misrepresent the qualifications of workers to
the Saudi businessman or industrialist.	 In addition, they may
misrepresent or misinterpret the work contract to the worker.29
It must, however, be realised that the manpower problem in Saudi Arabia
is not only confined to the shortages in the skilled and non-skilled
labour force, but also to the inadequate supply of entrepreneurs who are
capable of operating effectively in a volatile environment and respond
quickly and efficiently to unforeseen circumstances. This issue has
been ignored by both development planners in Saudi Arabia and by
economists who have written the absorptive capacity of the Saudi
economy. Both attributed the limited absorptive capacity of the economy
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during the 1970s to the shortage of skilled and unskilled manpower, as
well as to the lack of physical infrastructure. Furthermore, both
attributed the accumulated stock and fall in the profits in the 1980s to
the decline in government spending, the departure of a large number of
foreigners and completion of most private and public projects. Whereas
the survey findings revealed that there is a shortage in the supply of
entrepreneurs; any measure therefore which tends to increase the supply
of Saudi manpower (technicians, skilled, semi-skilled and manual
workers) must be accompanied by appropriate measures to improve the
quality and quantity of entrepreneurs. This is based on the position
that a qualified entrepreneur possesses a long-term vision regarding
employing and training Saudi employees, and hence does not focus on
short-term advantages emerging from employing non-Saudis.
1.6	 INFLATION
Massive oil revenues accumulated by the Government in late 1973 induced
it to inject a large proportion of the money into the domestic economy
through spending on development projects. This process caused the money
supply (M3 ) to grow at an accelerated pace generating demand-pull
inflation.
Table 1.14 shows that 94.4% of the increase in the liquidity found its
way into the economy through government spending during 1970-80, while
the commercial banks' claim on the private sector amounted to less than
6% of the increase in liquidity during the same period. Furthermore,
the table reveals the 91.3% of the increase in liquidity came from
government spending during 1970-75 and 8.7% was generated by commercial
banks.
During the second development plan (1975-80) the Government accelerated
its spending through the establishment of specialised credit agencies.
This increased its share in M 3 to 94.7% of which the private sector
absorbed 86.9%, while 13.1% was left as an increase in M3 . Table 1.15
shows that M3 grew by 61% in 1975 while real supplies of goods and
services rose by 18.7%. This caused the rate of inflation, as measured
by the non-oil GD? deflator and the cost of living index to rise by
61.4% and 34.6% respectively in 1975.
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The impact of commercial banks' credit expansion on the increase of the
was not significant; credit expansion did not exceed 5.6%/annum
during 1970-80 largely due to the availability of interest-free loans
provided by government credit institutions. Also, loans provided by the
commercial banks were mainly directed towards imports, the implication
being that credit obtained from commercial banks was not spent inside
the Kingdom.3°
Inflation was also generated by a rise in the cost of production, due to
increased wages, salaries, rents and raw materials costs. This exerted
strong pressures on general price levels causing a cost-push element
inflation.
The Government's intention to accelerate the development process, given
the low absorptive capacity of the economy, created bottlenecks which
took the form of inadequate manpower, housing shortages and port
congestion. These bottlenecks caused the costs of production to
increase; inadequate Saudi manpower, for example, required the private
and public sectors to import foreign labour to construct the physical
infrastructure and build agricultural and industrial projects. Large
numbers of expatriates, together with those who migrated from the urban
areas to the big cities looking for better opportunities, increased the
demand for housing. Thus rent (as shown in Table 1.16) rose by more
than 400% in the mid l970s.	 Property speculation also caused an
increase in the rent of shops, stores, houses and offices.
In addition to the rise in rent as a component of production costs,
wages and salaries increased by 35% and 43% per annum during the first
and second development plans.3'
The increase in the prices of raw materials was partly due to congestion
of seaports which prevented imported goods from finding their way onto
the domestic market at the appropriate time. This increased the port
surcharge which was included in the price of commodities, 32 imported
inflation reached 33% in 1974 (as shown by the dollar import price index
Table 1.15).
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Several measures were adopted by the Government to control inflation.
These included:
1. Decelerating the rate of growth of government spending. 	 It
declined from 133.4% in 1976 to 6.7% in 1979.
2. Increasing the legal reserve ratio to decrease excess liquidity.
This was raised in May 1976 from 10% of demand deposits and 5% of
time deposits to 15% of all deposits.
3. Subsidising the major consumer goods, reducing or abolishing
custom duties, increasing salaries and wages.
These measures succeeded in narrowing the inflationary gap from 42.3% in
1976 to 3% in 1980 (as shown in Table 1.15). The growth of the non-oil
GDP deflator decreased from 61.4% in 1975 to 7.2% in 1979, and the
growth of the cost of living index declined from 34.6% in 1976 to 1.8%
in 1979.
Accordingly, these measures increased the contribution of internal funds
in financing small businesses because the demand for goods and
merchandise was not affected by the high rate of inflation due to the
subsidies provided by the Government. This increased profit margins.
However, in the absence of such measures small businesses would be
affected more than large businesses because the real profits would
decline and thus decrease the contribution of retained profits as a
source of internal funds to finance small businesses. It also decreases
the ability of small businesses to have access to external sources of
finance since the high rate of inflation requires borrowing more money
to purchase or import the same quantity of merchandise.
Reviewing the most distinctive feature of the Saudi economy reveals that
there is a planning and policy gap with regard to small businesses.
This can be attributed to the lack of long-term perception on the part
of the development planners of small businesses as a vehicle for
economic development and as an important element in the manufacturing
structure. As a result, this study aims to bridge this gap via
identifying the main reasons which prevent small businesses from being
able to finance themselves internally or gaining access to external
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sources of finance and hence provides a framework which ensures the
effective participation of small businesses in the development process.
But before this step is considered it is useful to review the literature
relating , to the small business financing gap in both developed and
developing countries in order to gain knowledge of the experience itt
these countries in dealing with this question and hence develop a better
understanding of the problems involved.
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NOTES
1 See Presley, J R, A Guide to the Saudi Arabian Economy, Macmillan
Press Ltd, 1984, for more details on the structure of the Saudi
economy.
2 These figures are calculated from Table A.1 (Appendix A).
3 This figure is calculated from Table A.2 (Appendix A).
4 See Table A.l (Appendix A).
5 Saudi Consulting House, A Guide to Industrial Investment, 7th Ed,
1986.
6	 For more details see Lipsky, G A, Saudi Arabia. Its Peo ple. Its
Society and Its Culture (1956).
7	 Statistical Year Book 1390 AM, 1970 AD, Ch V.
8 A Guide to Industrial Development, Op Cit, pp 21-29.
9 Two samples are considered in this study to represent small
businesses in the manufacturing sector. The first sample represents
factories whose total invested capital ranges between one and five
million riyals with between 10 and 30 employees, and the second
sample represents factories and workshops whose total invested
capital is less than one million riyals and employ less than 10
people. More details on the sampling method are available in
Chapter 3.
10 There is no official data on th number of establishments which
enter into the trade sector by month or year and the number which
leave the sector during the same period.
11 For more comprehensive details, see the following sources:
- Ministry of Planning, The First Development Plan, 1390 Al-I (1970
AD).
- Ministry of Planning, The Second Develo pment Plan, 1395 Al-I (1975
AD).
- Ministry of Planning, The Third Develo pment Plan, 1400 AR (1980
AD).
- Ministry of Planning, The Fourth Develo pment Plan, 1405 AR (1985
AD).
- El-Mallakh, R, Saudi Arabia: Rush to Develo pment, London, Crooin
Helm, 1982.
12 All figures concerning the financial allocation on development plans
are found in Table 1.7.
13 All figures concerning the projected and actual growth rates in oil
and non-oil sectors are found in Table 1.8 and 1.9.
14 El-Mallakh, R, Saudi Arabia: Rush to Development, Croom-Heim, 1982,
p147.
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15 Ministry of Planning, The Fourth Develo pment Plan, 1985-90, pp 107-
8.
16 Presley, J R, The Impact of the Oil Recession Upon Banking in the
Arab Gulf - The Need for Risk Management, Loughborough University of
Technology, Banking Centre, Research Paper No 48, March 1988.
17 See Johany, A Berne, M and Mixor, W, The Saudi Arabian Economy,
Groom Helm, 1986.
18 The profits of foreign firms and foreign investment in Saudi
Companies are subject to tax at the following rates:
- 25% of net income not exceeding SR 100,000.
- 35% of net income between SR 100,000 and SR 500,000.
- 40% on net income between SR 500,000 and SR 1,000,000.
- 45% on net income exceeding SR 1,000,000.
19 E1-Mallakh, R, Saudi Arabia: Rush to Develo pment, 1982, p260.
20 SAMA, Annual Report, 1986.
21 See Al-Iktissad Wal-Aamal, Issue No 102, February 1988, pp 23-27.
Also see Toby Odone, "Saudi bankers prepare for government bond
issue", Middle East Economic Digest, Vol 32, No 3, 16 January 1988,
p33.
22 Dorrance, C 5, "The Instruments of Monetary Policy in Countries
Without Highly Developed Capital Markets", IMF Staff Paper, Vol XII,
July 1965.
23 SAMA, Annual Reports, 1985 and 1986.
24 SAMA, Annual Report, 1986.
25 El-Mallakh, R Saudi Arabia: Rush to Develo pment, 1982, p24.
26 Ministry of Finance and National Economy, Central Department of
Statistics, The Statistical Indicator, 1980, p23.
27 Ministry of Finance and National Economy. Summary results of the
National Factories in Production up to 1985 (in Arabic).
28 Ministry of Planning, The Fourth Develo pment Plan, p92.
29 See Johany, A, Berne, M, and Mixor, W, The Saudi Arabian Economy,
Groom Helm, 1986.
30 SAMA, Annual Report, 1980.
31 SAMA, Annual Report, 1980.
32 See Presley, J R, A Guide to the Saudi Arabian Economy, for more
details on the structure of the Saudi economy.
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CHAPTER TWO
THE SMALL BUSINESS FINANCING CAP IN BOTH
DEVELOPED AND DEVELOPING COUNTRIES
The shift of emphasis towards "small is beautiful" in both developed and
developing countries was justified by both the quantitative and
qualitative contribution of the small business sector to socio-economic
well-being. Small manufacturing units represent 94% of the total
manufacturing firms in the United Kingdom, 92% in Denmark, 99% in Italy,
93% in the Federal Republic of Germany, 94% in the United States, 95% in
Australia and 99% in Japan. In terms of employment small firms account
for 30% of manufacturing employment in the United Kingdom, 31% in West
Germany, 68% in Japan, 43% in Denmark and 39% in the United States.'
Similarly figures presented by developing countries reveal that small
manufacturing units play a dominant role in terms of employment and the
number of establishments. Small manufacturing establishments constitute
95% of the industrial employment in Sierra Leone, 79% in the
Philippines, 70% in Nigeria and 71% in Tunisia. With regard to value
added small factories' share in manufacturing output was 14% in
Philippines, 43% in Sierra Leone and 32% in Colombia.2
Statistical criteria are not the only measures which justify the
importance of small businesses. The Bolton Committee provided
qualitative reasons to confirm the significant role which small
businesses can play in the economy. These were that small businesses
are the seedcorn of future large businesses; they are more flexible than
large ones and can adjust their production level to the market change
more quickly; they are a source of innovation and provide opportunities
for those who wish to initiate their own business. They produce various
specialised products and services which cannot be produced economically
in large quantities, and they allow large firms to concentrate on the
main activities of their business by providing spare parts and other
services. 3 Furthermore Staley and Morse regard small businesses as a
source of capital formation in developing countries where investment
opportunities are very limited.4
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The quantitative and qualitative measures discussed above display
clearly that small business can contribute significantly to the growth
and expansion of the economies of both developed and developing
countries. This justifies the necessity of promoting small businesses
in order to enable them to carry out their role effectively. To achieve
this objective a tremendous amount of research has been carried out in
developed countries to identify the main problems encountered by
entrepreneurs in small businesses in their efforts to internally finance
the business or to gain access to external sources of finance in order
to confirm or invalidate the claim that small businesses are at a
disadvantage when they apply for institutional finance.
This chapter aims to review the literature of the small business
financing gap in both industrially developed and developing countries
within the context of the basic assumptions of this study which revolve
around two questions. First, is there a gap in the lending system with
regard to financing small businesses, and if the answer is positive,
then what form does it take? Does it relate to short, medium, long-term
loans or to equity capital or to the information gap? Second, in the
context of Saudi Arabia, which of the following sources is responsible
for the existence of the gap identified? - lending institutions, central
bank and other government related departments, entrepreneurs or a
combination of these supply and demand factors?
Section 1 deals with the questions raised above, while Section 2 focuses
on some measures taken by selected government to reduce the risk and
costs associated with lending to small businesses and thus to close the
finance gap.
2.1 REASONS FOR THE EXISTENCE OF THE SMALL BUSINESS FINANCING GAP
t..'I', ./
(-3
Four committees have over the years been set up in the United Kingdom to
investigate the claim that small businesses are at a disadvantage
compared with large ones in obtaining external finance. The Macmillan
Committee of inquiry into Finance and Industry (1931) concluded its
report by confirming the existence of a long-term loan gap in the sense
that small businesses were, at that time, unable to secure external
finance for longer periods; long-term loans are essential for
modernisation, diversification, expansion and growth. This finding was
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expressed as follows: "It has been represented to us that great
difficulty is experienced by the smaller and medium-sized businesses in
raising the capital which they may from time to time require, even when
the security offered is perfectly sound. To provide adequate machinery
for raising long dated capital in amounts not sufficiently large for a
public issue, ie, amounts ranging from a small sum up to say £200,000 or
more, always represents difficulties".5
The Radcliff Committee (1959) supported the findings of the Macmillan
Committee and added another dimension to the problem, ie, small
businesses as a source of inventions were unable to secure funds to
finance a new commercial innovation (technological gap) which requires
more risky long-term loans or venture capital.
In the United States the Federal Reserve System reported in 1958 that
"some evidence in the background studies that there is an unfilled
margin, perhaps a rather thin one, between the volume of funds available
to small concerns in general, and to new firms in particular, and the
volume that could be put to use without prohibitive risk." 6 Later
Garvin presented empirical evidence which supported the Federal
Reserve's findings. He concluded his survey study by emphasising the
existence of a medium and long-term loans gap with regard to small
businesses. "Evidence has been cited to support the conclusion that a
capital gap exists for small businesses in general, at least for other
than short-term funds. A much broader gap exists in the special case of
minority enterprise." 7 A similar conclusion was reached by Kaplan and
Banner who observed the unavailability or inadequacy of institutional
long-term loans to small businesses in the United States. This was
expressed as follows: " ......our banking institutions do satisfy
borrower demands for short-term loans. As length of term increases,
inadequacies in our financial structure become more apparent." 8 On the
other hand, Stole and Curley challenged the previous findings by stating
that the small business financing gap does not exist in the United
States in a sense that long-term loans and equity capital are available
to those who prove their creditworthiness. 9 This view was similar to
Bates' in the United Kingdom who, thirty years later, conuiiented on the
findings of the Macmillan Committee: "It is clear that the Macmillan Gap
is partly economic, in the sense that many firms are not creditworthy by
normal standards and partly institutional in that the range of existing
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institutions is inadequate and the special institutions do not operate
on a large enough scale. In a good many cases the firms are not
creditworthy by any standards; loans to them would merely be throwing
good money after bad." 10 The Bolton Committee (1971) supported to a
certain extent Bates' view in the sense that the lack of managerial
skills on the part of the entrepreneur contributed in creating what it
called an "information gap". The Bolton Committee concluded its report
by indicating that the Macmillan gap was bridged by the creation of many
financial institutions which provide a variety of long-term financial
facilities to small businesses in the UK, but either these sources of
finance were not known to small businesses or the entrepreneurs were not
capable of presenting their case for finance in a way which convinced
the financial institutions of the viability of the project.
Reviewing the literature on the small business financing gap reveals
different opinions and in some cases opposite views as to whether the
small business financing gap exists or not and, if it does, what created
the gap. This conflicting evidence is attributed to the approach and
criteria adopted by various writers to define or measure it. Garvin
used risk and costs as a criteria for defining and measuring the small
business financing gap in the United States. He argued that the higher
risk involved in lending to small businesses generates the higher costs
charged to small businesses compared with large ones. "A gap may be
said to exist if one or both of two criteria are satisfied: First, a gap
exists if the marginal return on funds invested in small business
exceeds the marginal cost of capital; in other words, if opportunities
to improve the allocation of scarce financial resources are being lost
due to inadequate financing of small concerns. Second, a gap exists if
the cost of money to small concerns (the riskless rate of interest plus
allowances for differentials in risk and loan administration costs)
exceeds the cost of money to large concerns."11
Ray and Hutchinson used the same criteria as a surrogate to define the
small business financing gap in the United Kingdom. They argued that "A
finance gap can exist in two ways. First of all, a gap would exist if
the marginal return on the investments available to small businesses
exceed their marginal cost of capital, due to discontinuities in the
provision of finance, such that funds were not available for otherwise
profitable investment. Secondly a gap would exist if the cost of money
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to small concerns, defined as the riskless rate of interest plus
allowances for differentials in risk and loan administration costs,
exceeded the cost of money to large concerns." 12 On the other hand, the
Bolton Committee used different criteria in investigating the problems
facing small businesses in their efforts to secure external finance. It
concentrated on the capability of entrepreneurs to utilise the available
resources and concluded its report by invalidating the claim that small
businesses are at a disadvantage compared with large concerns when
applying for external funds, in other words the Macmillan gap is no
longer in existence.
Specialists in the field of small businesses in developing countries
examined the question of the small business financing gap within the
concept of capital market imperfection which is reflected by higher
lending costs being charged to small businesses compared with large
ones 13
Therefore, reviewing the literature identifies two different views on
the definition, measurement and causes of the financing gap with regard
to small businesses. These can be labelled as the: (1) risk and cost
view; (2) management view.
Various explanations were presented by writers in both developed and
developing countries to justify the resistance of the financial
institutions, particularly commercial banks, in responding to the long-
term needs of small businesses. These explanations mainly revolved
around two factors: risk and costs. Lending to a small business is more
risky than to a large one and this justifies the higher cost charged to
compensate for the higher risk involved. But it is argued that high
costs push the risk further due to the possibility that the borrower may
not be able to repay the loan plus other costs. 14
 As a result various
measures have been utilised in both developed and developing countries
to break this vicious circle and improve the state of the capital
market. This will be discussed in Section 2, but the question which
must be focused upon in this context is why lending to a small business,
in general, involvs greater risks than lending to a large company. The
literature suggests a host of reasons including:
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1. Lack of managerial skill and experience on the part of the
entrepreneur (see page 213). This deficiency has a greater impact
on the success of small businesses in developing countries where
the illiteracy level is very high compared with developed
countries.
2. The majority of small businesses are managed by their owners, and
therefore, the death, illness or the retirement of the owner-
manager might expose the business to serious difficulties
especially if the concern is a family business in which the oldest
member of the family succeeds the owner-manager regardless of his
managerial background, education and experience.
3. The inability of small businesses to present reliable financial
accounts.
4. The inability of small businesses to provide acceptable
collateral.
5. Lack of clear regulations which determine the relationship between
lenders and borrowers.
6. Lack of basic infrastructure, generating various bottlenecks which
take the form of, for example, power shortages, inefficient
transport and storage facilities. This decreases the ability of
the entrepreneur to service his debt. Furthermore the lack of
basic physical infrastructure, with heavy dependence on imports,
may lead to cost rises which diminish the ability of the small
businessman to repay his debt or to depend on his internal sources
to finance the business.
It is important to note that 5 and 6 are more evident in the developing
countries.
There are other factors in addition to the high risk which put
constraints on the ability of commercial banks to extend long-term
credit to small businesses.
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These are:
].. The structure of commercial banks' liabilities. Short-term
deposits are regarded as a main source of banks' resources
especially in developing countries where the ability of commercial
banks to introduce long-term financial instruments to attract
investors is very limited. As a result banks are required to
maintain the traditional banking principles by striking a balance
between liquidity, profitability and safety. This limitation was
expressed in a United Nations Study in 1950: "In many
underdeveloped countries, confidence in banking institutions of
all types is a tender growth, and development must suffer serious
setbacks if such confidence is undermined. The principle of
safety of saving deposits should be paramount and should govern
the investment policies of public depositories of savings, as well
as government policies in relation to private depositories. In
particular, government should not, in trying to utilise commercial
banks as instruments of economic development, induce or compel the
banks to involve themselves in risky or less liquid investment
without taking appropriate measures to safeguard savers and
depositors. ,,15
2. The structure of interest rates. Some countries put limits on
received and paid interest rates or determine a specific
percentage of the total banks' credit to be directed towards a
targeted sector. These measures are perceived by these countries
as a tool to increase term loans to small businesses. 	 For
example, in the Philippines, commercial banks are not allowed to
charge small businesses more than 16% for a loan of less than two
years and 19% for a loan of more than two years. The difference
between short and long-term interest rates (3%) is not sufficient
to induce banks to provide long-term finance given the high risk
involved. Banks found it more profitable to give short-term loans
with the intention of renewing them as long as the business
outlook remained encouraging. 16 Many economists argue that
putting a ceiling on interest rates discourages rather than
encourages commercial banks to expand term loans to small
businesses because it limits their ability to attract long-term
deposits and meanwhile it pushes banks to be more conservative in
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their approach by confining the financial facilities to low risk
borrowers, which implies the exclusion of the majority of small
businesses
3. Most commercial banks in developing countries, including the
Philippines, Taiwan, Korea, Sudan, Saudi Arabia and Nigeria,
concentrate on secured short-term lending. Consequently, they
have failed to develop qualified staff to make and supervise long-
term lending.
4. Foreign banks operating in developing countries are mainly
directed towards financing exports and avoid participation in
development financing. In some cases the banking regulations do
not allow them to expand their services (see page 219).
5. The bulk of the banks' deposits in some countries, such as Taiwan
and Honduras, comes from merchants regardless of their size, while
small industrialists as depositors constitute a minority. As a
result banks tend to give long-term credit priority to their major
depositors and the remainder, which in most cases is small, is
allocated to various of the banks' minority clients, including
small industrialists, given their ability to meet the banks'
lending conditions. This limitation on the commercial 'anls'
ability to extend adequate long-term loans was described by a
Honduran banker: "Our clients are mostly merchants. They give us
deposits, remittances and foreign draft business. If we transfer
our limited resources to industry, cattle-raising and agriculture,
which do not make deposits, where would we get deposits?"8
The preceding discussion showed that high risk combined with other
factors limits the ability of banks to extend adequate medium and long-
term loans to small businesses. Furthermore central banks' credit
policy in some developed and developing countries contributed in
creating or enlarging the identified small business financing gap.
Frank Greenhow argued that the inadequacy of institutional long-term
finance to small businesses prior to 1971 in the UK was attributed to
the credit policy squeeze. "The qualitative and quantitative controls
which have been imposed on bank lending since the war meant that, when
it came to allocating scarce resources, the larger established and
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therefore proven and more creditworthy enterprises were given first
consideration for the available funds and newer, smaller and, almost by
definition, more risky enterprises were naturally at the bottom of the
pile."9 A similar explanation was given by Ahmed in his investigation
on small businesses in Sudan: "The empirical investigation shows that
business financing is adversely affected by the central bank financial
and priority policy. The majority of small businesses (80%) reported
that the financial policy of the central banks, as well as the credit
squeeze system, were the main reasons given by financial institutions
for refusing to extend credit."2°
Equity capital is another form of long-term finance. Its importance is
more visible at inception when the conventional long-term loan is not
easily obtainable at this stage. It also provides a stable flow of
funds for on-going firms especially when the supply of credit is
restricted by the central bank's policy. With regard to growing firms
equity capital strengthens their financial position and facilitates
their access to external sources of finance if the need for additional
funds to expand, diversify and modernise arises. Equity capital can be
provided by the owners' resources or through friends, relatives or
financial institutions in return for a share in the ownership of the
business with or without participation in the management. The Wilson
Committee (1979) had drawn attention to the existence of the euit'y av
in the United Kingdom: "A number of submissions describe an "equity gap"
for small firms and set it as more serious than any deficiency in the
supply of loan fjnance." 2' Robson Rhodes in 1984 confirmed Wilson's
findings by reporting that "there is still a gap in the market for long-
term funds (whether equity or loan) for businesses which need to raise
relatively small amounts of money." 22
 The existence of an equity gap in
the UK and other developed countries can be attributed to the high
progressive tax rates, the limited access to the stock market and the
availability of safer investment opportunities to suit the small
investors such as insurance policies, pension funds, unit trust,
building societies etc. With regard to the access of small companies to
the stock markets, small firms in the United States do not face the same
obstacle as those in the UK due to the existence of the "over the
counter market" which provides liquidity and marketability to the small
companies shares. This difference was stated by the Wilson Coimnittee:
"A number of witnesses have drawn our attention to the lack of
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development in the UK of an "over the counter" market in the shares of
unquoted companies. Under Rule 163(2) the Stock Exchange allows a
limited amount of dealing by brokers in unquoted shares, and the
investment bankers MJH Nightingale and Co run an over the counter market
in the shares of about a dozen companies. But these arrangements are
nothing like so well developed as in the USA, where we are told that
there is over the counter trading in the shares of as many as 2,500
companies which are not listed in the New York Stock Exchange."23
However, recent developments have been introduced in the United Kingdom
to facilitate the access of small companies to the stock market and to
encourage investors through tax concessions to purchase shares of small
companies.
It is worth indicating that small business owner-managers in both
developed and developing countries are reluctant to share the ownership
of their business with outsiders. This reluctance is based on the view
that the business was established by their efforts and they wish it to
remain under their name only, or since most small concerns are family
businesses, they mostly inherited the business from their fathers and
therefore want it to remain in the family as a sign of power and
security. Likewise the majority of entrepreneurs are reluctant to give
up part of the authority to the equity provider. This evidence was
reported by the Bolton Committee as follows: "More than three quarters
of the cases dealt with concern established family firms, whose
proprietors are likely to value above all else the independent authority
their position affords, and who may never have considered parting with
equity until forced to do so by some pressing need for capital. Many
small businessmen are cjuite prepared to forgo growth, if the price that
must be paid for it is the surrender of even part of the control of
their business. ,,24
However, these psychological obstacles can be removed gradually if
efforts are made to educate the entrepreneurs in the advantages of
equity participation, especially when it is offered in conjunction with
managerial and technical advice and based on the principle of
diminishing partnership (see Chapter 8).
Also to encourage the potential investor to provide equity capital to
new or on-going business, government, especially in developing countries
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must take positive steps towards improving the national standard of
accounting and auditing and provide concessionary tax rates.
The preceding discussion, based on the supply side of loanable funds,
identified the existence of a lending gap with regard to financing small
businesses in both developed and developing economies. The question
which is consistent with the basic assumption of this investigation is
how far the small business owner-managers are responsible for creating
or enlarging the existing gap? This question has policy implications in
the sense that if the identified gaps are largely attributed to the
owner-managers' lack of experience and managerial skill, then provision
of adequate finance aimed at closing the existing gap will not be
effective unless it is provided in conjunction with other services aimed
at improving managerial skill and productivity.
The Bolton Committee (1971) pointed out that the previously identified
gaps in the UK were closed by setting up appropriate financial
institutions which provide a variety of financial facilities ranging
from short-term loan to equity and venture capital and consequently
there is no small business financing gap in England, but instead there
is an "information gap" in which the small businesses are not aware of
the various sources of finance available to them and are unable to
present their requests for finance in a .ia'j ic1c conNSxlce t1ne atcet
of the creditworthiness of the applicant. This finding was stated by
the Committee as follows: "There are more serious weaknesses, in our
view, on the demand side. It is clear both from our own investigations
and from the EAG survey that many small firms are prevented by lack of
information, by inexperience in presenting applications for finance and
by a formidable barrier of prejudice against borrowing of all kinds,
from making use of the full range of facilities available to them.
Though some of the institutions are now spending large sums on
advertising their services, there is still, in fact, a serious
"information gap". ,,25
Presenting his case for credit to the financial institution requires the
owner-manager to demonstrate his capability of managing the business
effectively in the sense that he has the experience and knowledge of the
industry in which he is planning to operate, the product or service he
is intending to market, the market segment he is focusing on, and the
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terms and conditions of funds he is applying for. He is also required
to convince the potential investor of his ability to respond quickly and
effectively to the unforeseen circumstances which might arise as a
result of a change in technology or a shift in the consumers' tastes and
preferences. However, a good presentation of these requirements needs
to be accompanied by accurate, reliable and up-to-date documents to help
the financial institution to assess the entrepreneurs' managerial
competence and the economic viability of the project. This information
includes the applicant's personal background, for instance, age, habit,
temperament, health and marital status, as well as historical and
forecast financial statements such as balance sheet, profit and loss
accounts, financial planning and budgeting for sales, production,
purchasing, and cashflows. 26 In addition to these documents the
entrepreneur is expected to provide an acceptable security as a sign of
good will and commitment to the business.
The question to be raised is to what extent the entrepreneur is able to
demonstrate his managerial competence to the financial institution in
conjunction with a provision of required documents which support his
request for finance, or in other words to present his case for credit in
a way which convinces the bank of his creditworthiness?
Evidence from both developed and developing countries has stressed the
lack of managerial skill on the part of entrepreneurs measured by the
absence of or poor financial records and forward planning, and lack of
motivation to grow and expand.
Poor management in small businesses emerges from their characteristics.
The majority of small businesses are managed by their owners. This way
of management exposes the business to serious problems due to the
inability of one person to master all aspects of management including
planning, budgeting, purchasing, selling, keeping financial records and
assigning tasks to employees as well as overseeing the production
process.	 This contrasts with large firms whose size allows them to
recruit specialists in these fields. This characteristic difference
between small and large businesses is one of the reasons which justifies
the necessity of a special integrated programme for promoting small
businesses (see Chapter 8).
	 However, this deficiency in management
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which arises from the one-man manager has been realised in both
developed and developing countries.
In the UK, the Bolton Committee stated that "our postal survey showed
that 85% of small firms are controlled and managed by one or two men,
usually one: only in the larger firms in our size range is there a
subordinate managerial structure, and even the delegation of specific
functions such as marketing is comparatively rare. This direct
dependence on the proprietor in every facet of the detailed running of
the business is the source of most strengths, and many of the
weaknesses, of small firms ...., the skills and experience of any one
man are necessarily limited. The majority of small firms' proprietors
have no professional or other formal qualifications and only a tiny
minority have a specific qualification in management. They run their
business on the basis of experience and common sense."27
Bolton's findings were consistent with the result of a survey published
in the United States in 1970 to investigate the problems encountered by
small businesses. Broom and Longenecker deduced that "perhaps the
greatest problem of small business management is the lack of necessary
skills in the management group. In a very small business the
entrepreneur is a one-person management team. Even with the assistance
of a small management staff, the entrepreneur must "spread himself
thin". Top-level decisions, together with all the lesser tasks of
management that the assistant cannot accomplish, devolve on the
entrepreneur. Unfortunately, this requires a diversity of talents - and
no individual has superior ability in all areas of management.....
Hence, the small entrepreneur who must perform these functions with
little or no managerial help faces a problem of serious proportions.
The management process is hampered not only by a lack of diversified
talent but also by the manager's frequently casual or superficial
approach to management problems. The manager often does not understand
the intricacies of maintaining adequate business records or of preparing
financial statements or, if financial data are available, the manager
may lack the necessary knowledge or appreciation of their value to
interpret and use them effectively."28
A report published in Canada by a Royal Commission pointed out that the
failure of 80% of small and medium-sized businesses was attributed to a
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lack of adequate managerial skill and suggested that the emphasis on
aiding small and medium-sized companies must be shifted towards
improving the managerial skills of the entrepreneurs. Japan also
attributed the failure of more than 10,000 small and medium-sized firms
a year to the deficiency in management - other industrial countries
including France, Finland and Portugal in their replies to the
Industrial Committee of OECD indicated, with varying degrees of
emphasis, the weakness of management of small and medium-sized firms.29
In developing countries the quality of management is more important in
presenting one's case for credit than other aspects of the project.
This is due to a host of factors, including the lack of national
standards for accounting and auditing, unreliable financial data
provided by the applicant due to the incompetence of accounting and
auditing firms, a high level of illiteracy which has its impact on the
supply of entrepreneurs, lack of understanding of the role of accounting
in planning and raising of external finance, and the inability or
unwillingness of small concerns to employ a professional accountant for
financial or secrecy reasons. The attitude of the small owner-manager
towards accounting in Sudan is described by Ahmed: "the accounting
records maintained by small firms are very crude and confined to a
collection of receipts and cash vouchers kept by the owner, who is in
charge of all details. The accounting records dealt only with what was
produced in physical terms and there are no annual financial reports.
The data is scattered in different offices, except cash and bank books
which are under the control of the owner.t130
In Saudi Arabia, Omar Khalifati pointed out that the level of accounting
practice is very poor and information produced by applicants to support
their request for credit is unreliable, which reflects the state of
managerial skills and experience on the part of Saudi entrepreneurs.
This deficiency was stated as follows: "This problem is compounded by
the absence of national standards for accounting and auditing. As a
result, banks receive financial documents and records that are based on
tailor made facts and figures. Some companies, run by a sole proprietor
vary their accounts to suit the situation, such that a good balance
sheet is shown one day, and then the money is withdrawn the next day.
The quality and ethical standards of some auditing firms are suspect.
The basis and assumptions for essential financial statements (income,
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balance sheet and cashflow) are not consistent and impossible to verify.
The financial analyses presented are not reliable, lack accuracy and
veracity, and the back-up details are usually missing making it
difficult to analyse the information presented .....It was mentioned
that some businesses keep three sets of books simultaneously; one for
the Zakat and Government, one for the banks and one for the owners."31
Thus the manipulating of financial records to suit taxation and finance
raising purposes is a common practice in developing countries.
To conclude, investigation on both the demand and supply side has
identified the existence of a medium and long-term financing gap in both
developed and developing countries. The identified gap is attributed to
the following:
1. Financial institutions measured by:
- lack of lending policy or special programmes for small
businesses especially in the developing countries.
- high lending costs.
- stringent lending conditions.
2. Central banks measured by:
- the absence of co-operation with commercial banks to reduce
the risk involved in lending to small businesses.
- conducting credit policy which harms small businesses.
- failure to establish a legal framework within which commercial
banks can operate effectively.
3. Entrepreneurs measured by:
- the lack of adequate accounting or financial control systems.
- the absence of forward planning.
- deficiencies in managerial skills.
Therefore any programmes or schemes aimed at closing the small business
financing gap must take into consideration both demand and supply
factors in order to ensure an effective flow of funds into small
businesses. This is not only confined to developing countries but also
involves developed countries with different degrees of emphasis and
magnitude. Consequently it is useful to highlight some schemes
undertaken by the United Kingdom, United States and Philippines to show
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how these countries combined provision of finance with technical and
managerial assistance to fill the identified gap.
The United States and United Kingdom were selected to represent the
developed countries. This is due to the fact that both countries have
shown a great concern in promoting small businesses since the 1930s and
have both gone through various experimental efforts which present them
as a model for other countries. The Philippines was chosen among
developing countries because it recently initiated a programme for
promoting small-scale industries. However, the response of commercial
banks to the Philippines programme was limited, and therefore it is
useful to shed some light on such an experience in order to draw the
attention of the development planners in developing countries towards
examining carefully and fully all factors related to the risk and cost
of lending to small businesses within a framework of consistent credit
policies.
2.2 THE ROLE OF THE GOVERNMENT IN SOME DEVELOPED AND DEVELOPING
COUNTRIES IN BRIDGING THE SMALL BUSINESS FINANCING GAP
The preceding section concluded that the high risk and costs involved in
lending to small businesses were the major reasons behind the resistance
of commercial banks to providing adequate long-term loans to small
businesses which are essential for their growth and expansion. As a
result various measures have been taken by governments in both developed
and developing countries to reduce the risk and hence close the
financial gap. These include establishing specialised lending
institutions, putting a ceiling on interest rates, subsidising interest
rates, providing rediscounting facilities and/or sharing the risk with
the private financial institutions through special arrangements.
Many economists have argued that imposing a limit on the maximum
interest rates chargeable to small businesses creates a situation in
which the administrative interest rates do not reflect the high risk
involved and hence encourage commercial banks to concentrate on low risk
projects; this implies the exclusion of the majority of small businesses
from the institutional long-term financial facilities. On the other
hand it was argued that if interest rates were left for the market
forces to determine then the rate which is expected to clear the market
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will be high reflecting the high risk, which again implies the inability
of small businesses to gain access to financial institutions'
facilities.
In order to break this vicious circle, many developed and developing
countries have set up a specialised credit institutions, wholly or
partially owned by the government to provide long-term loans at a low
interest rate. But the contribution of these institutions to closing
the financing gap in the developing countries has been limited for many
reasons including:
- These institutions are established to serve the industrial sector as
a whole. Consequently they do not have a clear policy or a
definition of what constitutes small businesses.
- Lending criteria applied by these institutions do not suit the
characteristics of small businesses and consequently a minority of
small business applicants are able to meet the stringent lending
conditions.
The absence of monitoring of services; in developed countries
monitoring has usually accompanied the establishment of such
institutions to ensure the effective utilisation of the borrowed
funds.
The concessionary interest rates provided by these institutions
attracted those who already have access to commercial banks'
facilities and thus deprived those whom the institutions were
established to serve.32
To avoid the limitations associated with government or semi-goverrimen{
specialised institutions, some developed countries introduced credit-
guarantee schemes in which the government shared the risk and
administrative costs with the private financial institutions. The
theoretical foundation of these schemes was based on the assumption that
the provision of a concessionary interest rate, subsidised credit or
putting a ceiling on interest rates will not ensure the effective flow
of institutional funds to small businesses 33 and likewise letting
interest rates be determined commercially will produce high lending
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costs, whereby very few small firms are capable of meeting the banks'
lending criteria. Therefore, one way to solve this problem is to allow
the interest rate to be cleared by the market forces in which a high
rate is expected to be generated. Then in order to attract private
financial institutions to lend to small businesses, the government,
through the guarantee scheme, shares a proportion of the risk and
administrative costs determined by the market forces. Meanwhile the
scheme aims to encourage financial institutions to introduce or improve
loan appraisal, supervision and screening procedures which contribute in
reducing the risk. Nevertheless, Anderson and Khambata agreed that
credit guarantee schemes utilised in some countries failed to attract
commercial banks to respond to the need of small businesses due to the
ceiling imposed on interest rates; such ceilings make lending to small
businesses, even in the presence of the guarantee schemes, unattractive.
The Philippines case was presented as evidence to support their
argument. This is discussed in the following pages. Furthermore Robson
Rhodes criticised clearing banks in the United Kingdom for improper
utilisation of the Loan Guarantee Scheme (LGS) on the basis that this
scheme was initiated to meet the long-term needs of small businesses
which cannot for one reason or another secure long term loans on
reasonable conditions.
Government Assistance to Small Businesses in the United Kingdom
In response to the empirical findings of the four committees established
in the United Kingdom between 1933 and 1979 governments have adopted
various measures to overcome the difficulties encountered by small
businesses in financing themselves internally or in gaining access to
external sources of finance. 	 These measures were meant to close-
reflect the sincere intention of the government to
increase the contribution of the small business sector to the total CDP,
to the creation of employment as well as to increase the supply of
entrepreneurs who were expected to act as seedcorn for large businesses
in the future.34
The Macmillan Committee provided evidence of the unavailability of
institutional long-term finance to small businesses and accordingly
recommended the establishment of a specialised corporation to fill this
gap. In 1945 the Bank of England, the Scottish and the four London
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jClearing Banks set up the Industrial and Commercial Finance Corporation
(ICFC) as a subsidiary of Finance for Industry Ltd (FF1) to provide
long-term loans and equity capital to small businesses as well as other
supportive services which aimed mainly at improving the managerial skill
of the entrepreneur. Long-term loans are provided for 15 years with a
repayment holiday between two and three years at market interest rates.
Negotiations, surveying and investigation fees are paid by the
applicant. Equity capital is provided also by the ICFC up to one-third
of the applicant participation without involvement in the management of
the business. This is due to the lending criteria which concentrates
exclusively on management quality. The Wilson Committee (1979)
concluded that a long-term and equity gap still exists: "The present
equity gap is now seen as having two consequences - a shortage of
initial capital for new start-ups and a deficiency in the provision of
development capital to finance the expansion of established
enterprises." 35 As a result the Welsh_and Scottish Development Agencies
(WSDA) was established to provide long-term loan and equity capital to
small businesses. Following the establishment of WSDA, two major steps
were taken aimed at encouraging private financial institutions to extend
long-term loans to small firms. These were the initiation of the
Business Expansion Scheme (BES) and Loan Guarantee Scheme (LGS). The
BES was introduced to supplement the existing equity capital programmes
by expanding equity capital to unquoted firms. Various incentives were
offered to attract investors to invest in the over-the-counter market.
For example, income-tax relief was granted to those who could invest up
to £40,000 annually for a minimum period of five years.36
The LGS was initiated in 1981 whereby the government guaranteed 80% of
the loan provided by the private financial institutions (maximum of
£75,000) in order to reduce the risk involved in long-term loans to
small businesses. The applicant is required to pay in addition the
interest and negotiated fees charged by the lending institution 3% of
the amount of the loan as a risk allowance. This was increased to 5% in
1984 with a reduction of the proportion of the loan guaranteed by the
government to 70%.
Among the major government bodies specialised in financing small
businesses in the UK is the Council for Small Industries in Rural Areas.
It provides long-term loan cover, 80% of the total cost of the project
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(maximum £30,000) up to 20 years, and in addition it provides other
complementary services including consultation. The Department of Trade
designed the Market Entry Guarantee Scheme to assist small businesses to
establish themselves abroad. It provides 50% of the cost of
establishing facilities in foreign countries. Also the Export Credits
Guarantee Department (ECGD) provides British exporters, regardless of
size, insurance against unforeseen risk, and this guarantee facilitates
the access of small businesses to banks. The British Technology Group
was established to finance 50% of the cost required to develop new
products or innovations.
In addition to the government assistance to small businesses described
above, clearing banks provide directly or through subsidiaries various
lending schemes designed to suit small businesses. The most distinctive
features of these schemes are:
- They offer fixed interest rates.
- They provide a capital holiday for one or two years which helps
relieve pressure on the cash flow.37
Government Assistance to Small Businesses in the United States
The Small Business Administration (SBA) was established in 1953 in the
United States to provide financial facilities to small businesses which
are otherwise unobtainable on suitable terms; it also provides other
supportive services including counselling and training aimed at
improving managerial skills.38
The SAB lending programmes seek to establish and maintain a strong
linkage and mutual co-operation between financial institutions and the
small business sector. It participates with the financial institutions
in providing term loan to small businesses through two types of
arrangement: first, there is the direct participation loan arrangement
in which the SBA disburses the loan to the applicant or it purchases
from the lending institution the agreed percentage of the loan. In both
cases its share must not exceed $150,000. Second, there is a guaranteed
loan in which the SBA guarantees 90% of the amount of the loan (maximum
$350,000, or $500,000 if the loan is extended for certain objectives).
The eligibility of the applicant for the SBA lending facilities depends
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on the applicant providing collateral and proving a capability to
operate the business effectively as well as an ability to present
documents showing past performance and future prospects of the business.
As far as maturity and interest rates are concerned, loans are provided
up to 20 years for financing fixed assets and up to seven years for
financing working capital.
To increase the volume of long-term loans and equity capital to small
businesses, Small Business Investment Companies (SBIC) were set up,
licensed and regulated by the SBA. SBICs are owned by the commercial
banks (70%) and by the public (30%). They operate in various cities in
the United States. The functions and objectives of the SBICs in the
United States are similar to the ICFC in the United Kingdom, both aiming
at closing the finance gap.
The SBA has initiated various programmes covering many aspects of the
small business. These include, the Handicapped Assistance Loans Scheme
which provides term loans up to $350,000 to firms owned totally by
handicapped individuals or to enterprises which have at least 75% of the
employees handicapped. The Seasonal Line of Credit Scheme and Contract
Loan Scheme provide finance to small businesses who have failed to
obtain credit from the available sources to finance an unexpected
seasonal increase in the demand for their products and to contractors
who have difficulties in completing an assigned contract. The State and
Community Development Loan Scheme provides term loans to state
development companies which assist and undertake projects that stimulate
the growth of small businesses. Other schemes are available, including
the State Pollution Control Financing Guarantee, Physical Disaster
loans, Economic Injury Disaster loans, Product Disaster loans, Drought
Disaster loans, and Coal Mine Health and Safety loans.
In response to the high percentage of small business failure which is
attributed to the lacl pf managerial skill, the SBA, in co-operation
with universities and other educational and technical institutions,
initiated programmes to improve the managerial skills of entrepreneurs.
The SBAs Office of ManaaemeiitAssistance__assjs small businesses in
identifying potential markets, in preparing cases for bank credit and
bids, in implementing new technology and in solving rnanaial and
technical problems fapi. SBA also provide the SCORE programme
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and Call-Contract programme which are designed to overcome the
managerial and technical deficiencies of small concerns.
Government Assistance to Small Businesses in the Philippines
The unavailability of long-term institutional finance to small
businesses in the Philippines necessitated government intervention to
close the finance gap which was attributed to high lending costs, lack
of specialised credit institutions and poor managerial skills on the
part of entrepreneurs (measured by the lack of audited financial
accounts and other information necessary for evaluating the viability of
projects in addition to the inability of the entrepreneur to provide
acceptable collateral). As a result the government adapted the
following measures to ensure the flow of long-term funds to small
businesses:
- Setting up a department in the Development Bank of the Philippines
(DBP) in 1972, specialised in financing small and medium-sized
industries.
- Providing equity finance and rediscounting facilities to the Private
Development Banks (PDB5) to enable them to extend long term loans to
small industrial and agricultural firms.
- Introducing the Industrial Guarantee and Loan Fund (IGLF) to
encourage the private sector institutions to provide term loans to
small businesses.
- Imposing a ceiling on loans and deposits interest rates.
- Providing technical and managerial advisory services.
Statistical evidence complemented by interviews with bankers in the
Philippines revealed that commercial banks' responses to various
government schemes which aimed to attract them to meet small businesses'
long-term needs was limited. 39 This was mainly attributed to the
structure of interest rates which prevents banks from charging a rate
that reflects the high risk and costs. In 1978 the maximum interest
rate on loans up to two years was 16% and for more than two years was
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19%. Also banks were not allowed to offer more than 7% on savings
deposits and between 8.5% - 12% on time deposits. The difference
between short and long-term interest rates (3%) was not adequate to
attract conunercial banks to provide long-term finance to small
businesses, given the availability of other less risky alternative
investment opportunities. Banks could obtain the same return from
lending to major clients and to those who provide collateral and audited
financial accounts. Furthermore the administrative cost was lower. It
was estimated at 0.4% of the loan value for the major clients, O.5% for
near major clients and 2-3% for small businesses. Similar justification
was provided by the Private Development Corporation of the Philippines
(PDCP) for the low response to small businesses' needs. PDCP set up a
small business loan department in 1972 to provide long-term loans to
small businesses in conjunction with other complementary services. In
1976 the PDCP participated in IGLF which enabled it to extend more
credit to small businesses. In 1981 the government prevented the PDCP
from taking deposits from the public, given that the structure of
interest rates made it unprofitable to borrow from the financial
institutions.
In addition to the financing programmes, the government adopted, in
1974, industrial extension programmes.	 The Medium and Small Scale
Industries Co-ordinated Action Programme (MASICAP) to assist
entrepreneurs in preparing their case for finance and the small business
advisory centres which provide counselling services, were set up.
SUMMARY
Although it is beyond the scope of this investigation to assess the
programmes for promoting small businesses undertaken by either developed
or developing countries, it is worthwhile to highlight three issues
which deserve more attention and careful treatment from development
planners in developing countries. These are as follows:
1.	 The literature review revealed that schemes and programmes
ries weredesigned toassjll businesses ig_
mainly guided by moral and social obligations in a sense that
small businesses w ated as a vehicle for develoere not tre	 prnent.
This argument was supported by Staley and Morse: "Perhaps to be
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aided for social reasons and in rather protective spirit, but not
as a promising opportunity for development. This is a mistake.
In most industrialisation programmes too little attention has been
paid to the benefit to be gained by helping existing small
industry to modernise and by stimulating the growth of new modern
small factories." 40 Therefore, this approach creates a structural
gap in which there are large advanced technological plants
transplanted from industrial countries alongside small backward
units. Thus the lack of linkage between small and large units in
areas where both sizes complement each other creates a shortage of
supply of entrepreneurs, which is an essential element to be
combined with the provision of finance to ensure an effective
utilisation of funds.
2. Evidence from developing countries such as the Philippines
indicated the existence of inconsistency among various schemes
which constitute the elements of the programme. For instance, the
Industrial Guarantee Loan Fund (IGLF) sought to encourage
commercial banks to extend long-term loans to small businesses,
but at the same time the government put a ceiling on loan and
deposit interest rates which confined the ability of commercial
banks to attract long-term deposits and forced the banks to deal
only with large firms and a minority of small businesses who were
able to provide collateral and financial accounts. Also, in many
developing countries, a concessionary interest rate and subsidised
credit are provided to encourage entrepreneurs and banks to be
involved in the development process, but these measures may
exclude the majotity of small businesses from the ' long-term
financial facilities which were initially designed to serve them
by concentrating on those applicants who have already established
a good, long-term relationship with commercial banks.
Consequently development planners in developing countries are
required to maintain consistent schemes to ensure the positive
response of commercial banks and effective participation of small
business in the development process.
3. Review of some programmes undertaken by developed countries,
including the United States and United Kingdom, showed that these
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countries offered subsidies to small businesses in the form of
managerial and technical consultancy. These types of subsidies
improve the managerial skill of the entrepreneur and increase the
ability to fund the business internally as well as to raise
external finance. However, many developing countries, including
Saudi Arabia, concentrate on subsidising credit, and very little
attention has been given to monitoring and supportive services.
This approach will not reduce the risk involved in lending to
small businesses which emerge from the entrepreneurs' lack of
managerial skill, and hence will not ensure a positive response of
commercial banks to the programme.
These issues are considered in Chapter 8 in the context of some options
proposed to finance small businesses in Saudi Arabia and in the light of
the statistical findings of the survey (Chapters 4,5 and 6) with two
objectives in mind. First, to transform the existing traditional
backward small business sector into a modernised one. Second, to create
entrepreneurs who will constitute seedcorn for future medium and large
businesses, capable of operating the business on a scientific basis and
responding effectively to unexpected changes.
To conclude, the foregoing review revealed the existence of a small
business financing gap in both developed and developing countries. This
has a policy implication which urges both types of country to introduce
various schemes to promote small businesses. In Saudi Arabia, as
indicated in Chapter 1, there is a lack of national policy for promoting
small businesses compared to other developed and developing countries.
This study tends to close this gap through empirical research in order
to identify the problems which face the entrepreneur in his efforts to
finance the business internally and externally, benefiting from the
experience of both developed and developing countries. To achieve this
objective it is necessary to construct a conceptual framework within
which to examine the basic assumptions of this investigation. To this
point we now turn.
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CHAPTER THREE
ANALYTI CAL FRAMEWORK
The main objective of the investigation is to find ways which ensure the
effective participation of small businesses in the development process
in Saudi Arabia in the coming decades. Therefore, in order to stimulate
small businesses towards achieving this objective, it is necessary to
overcome the difficulties they encounter in their efforts to finance
themselves internally or to gain access to external sources of finance,
since these obstacles hinder their establishment and growth especially
under the present adverse economic conditions. Accordingly this study
focuses on two questions which constitute the basic assumptions of the
investigation. First, is there a gap with regard to financing small
business in Saudi Arabia? If the answer is positive, what form does it
take? Is it a short, medium, long-term loan and/or equity gap?
Second, is the gap the result of the inadequacies of the entrepreneur,
financial institutions and/or Saudi Arabian Monetary Agency (SAMA) and
other government-related departments, or to both supply and demand
factorsL
Having established the overall objective of this study and the basic
assumptions to be tested, the next step is to construct a conceptual
framework within which to examine the basic assumptions of this
investigation. The elements of the proposed framework are presented in
Figure 3.1. We first identify what is meant by small businesses in both
trade and manufacturing sectors (section 3.1). The second step is to
identify the names and addresses of the establishments, workshops and
factories which fall within our definition. This stage involves the
following processes: the sampling method, the pilot study, the
subsidiary hypotheses to be tested, the questionnaire and collection of
data, processing, editing, coding and tabulating the findings.
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3.1 THE DEFINITION OF A SMALL BUSINESS IN THE MANUFACTURING AND TRADE
SECTOR
Unfortunately there is no universally accepted definition of what
constitutes a small business. The social and economic structure of each
country differs, and accordingly the definition of a small business in
each country embraces different criteria, which best suit its structure.
The relevant statistical data is not necessarily available in all
countries and therefore definitions are adopted within the constraints
set by data availability.'
1)
Consequently two approaches can be adopted in defining small
businesses. 2 The first one stresses the distinctive differential
features of small and large businesses in terms of such factors as
management, ownership, employment and market share. The second approach
emphasises the role of statistical criteria in forming the definition,
and the range of each selected criteria determines the size of the
business.	 These criteria include such variables as the number of
employees, the annual turnover, profits, output and capital invested.
Whether the definition is on a qualitative or quantitative basis, it
must be applicable, unambiguous and appropriate for the purpose of this
investigation.3
Applicability is the most important component of the definition.
Legislators and policy makers need to know exactly what constitutes the
small business in order to suggest and implement the appropriate
economic programmes and policies to affect small business activity.
It is obvious that one definition would not be applicable to all
economic activities. For instance, if one defines the small business in
the manufacturing sector as one which employs less than 50 employees,
this would seem to be inapplicable if related to the small business in
retail trade. Also if one defines the small business in the retail
trade as one which has an annual turnover of less than SR 500,000, this
definition appears to be inapplicable if used for the small business in
the mining and quarrying sector.
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It must also be appreciated that any quantitative criteria chosen to
define a small business must be revised from time to time in order to
remain applicable. This revision is necessary because any quantitative
measure is influenced by many factors and these factors are subject to
change; for instance, turnover is influenced by changes in the general
price level and therefore a definition based on this must be adjusted to
take account of changes in a relevant price index.
The second condition which must be taken into consideration when a small
business is defined is that the definition must serve the purpose of the
study. It has been mentioned earlier that there are many quantitative
measures which can be used as an index of size, but we must select the
one which serves the purpose of our study the best. Since this
investigation concentrates on the financing of small businesses, then
the chosen criteria must be able to indicate how and to what extent the
small business differs from the large business in terms of its ability
to finance itself internally, and in terms of access to external
financial facilities (private and public).
The most suitable definition of a small business is therefore, for the
purpose of this study, one which emphasises the financial aspects of
business in relation to such factors as annual sales, profits, invested
capital and, to a certain extent, the number of employees. These
measures reflect the financial environment of the business.
Before the third element of the definition is discussed, it is useful to
clarify the reasons why it was considered that the number of employees
as an index size, does not fully serve the purpose of this study. At
the outset of this study, it was hypothesised that there is a gap in the
lending system. This gap emerged from the failure of the banks and
government to provide funds for small businesses. To test the validity
of this hypothesis the definition of a small business has to be based on
criteria which are capable of demonstrating precisely and directly
whether this gap exists or not.
Therefore, it may be asked to what extent can the number of employees be
regarded as an indicator of the capability of small businesses to
finance themselves externally? Are businesses with a large number of
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employees likely to have greater access to external sources of finance
than those with a small number of employees?
It can be argued that an establishment which employs more people is able
to generate more turnover and more profits than one which employs fewer
people, given adequate management skill, marketing techniques and
productivity. This implies that an establishment with more employees is
better able not only to depend on its own financial resources than one
with less employees, if it wishes to expand or to finance its working
capital, but that it has easier access to external sources of finance.
However there are a number of features of business in Saudi Arabia which
make an employment index a poor indicator of the accessibility of
different sized businesses to both internal and external finance.
Some establishments, factories and workshops, for example, have
recruited more employees from abroad than their trade or industrial
activities require. During the last five years some businessmen and
industrialists have ceased their business activities, as a result of the
adverse economic conditions. Consequently they have given their
employees the option of either leaving the country or seeking work
elsewhere. Those who choose the second option are obliged to pay the
owner of the establishment (the sponsor) a proportion of their salary.
Where this has happened employment figures are likely to be very
unreliable and misleading for the purpose of this study. There are
other good examples of false employment data. Some Saudi citizens have
non-Saudi relatives who live in countries that are either in a state of
war or have a very low standard of living and a high rate of
unemployment. The only legal way for those foreigners to reside in
Saudi Arabia is via a work invitation from a Saudi establishment. In
this context employment figures may show people who are not actually
working for the establishment. They may remain idle, or they may in
practice be working for other establishments, or, indeed, on their own
account under the 'name' of a Saudi citizen who is not engaged in the
business.
Therefore it is not necessarily true that the concern with apparently
more employees is able to generate more turnover and profits than the
82
one with less employees, nor has it greater accessibility to external
sources of finance.
In conclusion, it must be said that employee criteria to define 'small'
are not related as directly to the purpose of the study as other
criteria, such as annual sales, profits and invested capital; this is
true, if for no other reason than the lack of reliability of an
employment index. However, in the absence of data on other criteria it
may be necessary, as a last resort, to use such criteria to define the
small business.
The definition of a small business must not suffer from ambiguity; it
must be very precise, particularly if it is to be used effectively by,
for example, legislators in the task of assisting business development.
Given these problems and the requirements of this study, the most
suitable definition appears to be one based on a number of statistical
criteria, namely annual sales, profits, invested capital and to a
certain extent, the number of employees.
But appropriateness of the definition by itself is not sufficient; it
must be accompanied by availability of data in order for the definition
to be adequately applied. Unfortunately, none of the government
departments in Saudi Arabia has a classification of businesses operating
in the trade sector according to any of the above suggested criteria.
A pilot survey was carried out to test the response of shop, factory and
workshop owners to certain questions, namely the size of invested
capital, annual sales and number of employees. Only one out of the 37
who completed and returned the questionnaire answered the questions
concerning invested capital and the size of annual sales, whereas 22
respondents answered the question concerning the number of employees.
In view of both the lack of official data and the unwillingness of the
merchants to respond positively to the questionnaire, the only choice
available to us is to base the definition of a small retailer and
wholesaler on estimated criteria. The method of estimation is discussed
in detail in Section 3.3. Accordingly, a small business in the sectors
under study here is defined as follows:
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Retail Trade
The small business in the retail trade is one which fulfils at least two
of the following conditions:
1. Annual sales between SR 200,000 and SR 2,000,000, depending on
trade class (see page 89).
2. Invested capital between SR 80,000 and SR 300,000, depending on
trade class.
3. Less than five employees, depending on trade class.
Wholesale Trade
The small business in the wholesale trade is the one which fulfils at
least two of the following criteria:
1. Annual sales between SR 3m and SR 5m, depending on trade class.
2. Invested capital between SR 500,000 and SR im, depending on trade
class.
3. Less than 10 employees, depending on trade class.
The Manufacturing Sector
Unlike the trade sector, the definition of a small business in the
manufacturing sector is based on actual rather than estimated data. The
official classification of factories according to the number of
employees and invested capital provides an adequate basis for the
identification of small businesses.
It is useful, however, to divide small businesses operating in the
manufacturing sector into two groups, to stress the contribution of
government credit institutions and commercial banks in financing each
group. These groups are:
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Workshops which are regulated by local municipalities and have no
access to the financial and non-financial facilities provided by
the Saudi Industrial Development Fund and the Ministry of Industry
and Electricity. Businesses in this group are considered small if
they fulfil the following conditions:
1. Invested capital less than one million riyal, depending on
the industrial class.
2. Less than 10 employees, depending on the manufacturing
class.
Factories which are regulated by the Ministry of Industry and
Electricity and entitled to the financial and non-financial
facilities provided by the Saudi Industrial Development Fund and
the Ministry of Industry and Electricity. Businesses in this
group are considered small if they fulfil the following
conditions:
1. Invested capital between one million and five million riyal.
2. The number of employees ranges between 10 and 30 persons.
3.2 SAMPLING METHOD: MANUFACTURING SECTOR
Having determined what constitute small businesses, the next step is to
identify the names and addresses of workshops and factories which fall
within our definition. In other words, to seek statistical data from
government departments which would classify the size of concerns
according to the measures mentioned in the previous section.
The Related Government Departments
1. The Ministry of Industry and Electricity issues a list of licensed
factories in production under the National Protection and
Encouragement Law and Foreign Capital Investment Law up to l987.
This list contains the following information:
- names and addresses of firms
- type of manufactured products
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- annual production capacity
- total invested capital
- number of employees
- date of licence approval
- foreign capital share and nationality
The information included in the list only partially serves the
purpose of this study since the list does not contain data on
financial measures such as annual turnover, sales and profits and,
secondly, it only covers those factories whose invested capital
exceeds one million Saudi riyal.
2. The Commercial Registration Department at the Ministry of Commerce
should keep a list of small factories and workshops capitalised
below one million riyals, since they are obliged to be recorded
under Commercial Registration Law. Unfortunately, despite their
fully computerised system, the Commercial Registration Department
have, to date, not produced such a list or directory. The
Department considers that the task of organising and classifying
this information is the responsibility of the Ministry of Industry
and Local Municipalities since these concerns are involved in
industrial rather than commercial activities.
3. Local municipalities are the only official department responsible
for issuing licences for workshops, handicraft and small factories
which are not subject to the industrial licence system. They
record, in the form of raw data, the name, address and type of
manufacturing activity of all concerns which have been granted a
licence. However, the records are not yet organised in a manner
which would assist this study.
4. The Central Department of Statistics (CDS) has conducted four
surveys of private establishments operating in different economic
sectors. The first census was in 1967 and covered 25 cities; the
second and third censuses were in 1971 and 1976 and both covered
61 cities. The fourth census, in 1981, was the most comprehensive
and covered ill cities and towns.
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The CDS published a summary of the results of the 1971, 1976 and
1981 censuses. However, information, including names and
addresses of concerns which participated in these surveys are
considered to be confidential by the CDS and are not available to
this study.
5. The Chambers of Commerce are well equipped with qualified staff
and technology. They produce a cornputerised list which contains
names and addresses of industrial establishments classified
according to the number of employees and the size of capital
invested. This list is useful, though it is confined to Chambers
of Commerce and Industry members.
6. The Domestic Economy Department at the Ministry of Finance and
National Economy has produced a very valuable list which is part
of a survey study of the national factories in production up to
1985. The list contains the following information:
- names, addresses and telephone number of industrial
establishments.
- types of products produced by each factory.
- the year production commenced.
- licence number and its source.
- total capital invested and the share of the foreign partner.
- number of employees and their nationalities.
- value and classification of raw materials used in producing the
intermediate or final products.
The list covers 10 manufacturing sectors including chemicals,
engineering, iron and steel, building materials, wooden products, paper,
textile, leather and other industries.
Moreover, the list contains 165 concerns capitalised below one million
riyals, 416 concerns with invested capital ranging between one million
and five million riyals, and 393 factories with invested capital of more
than five million riyal (see Table 7.8).
It is useful for the purpose of this investigation to consider two
samples. The first sample represents factories and workshops whose
total invested capital is less than one million riyals and employ less
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than 10 people; the second sample represents factories whose total
invested capital ranges between one and five million riyals, and employ
between 10 and 30 employees.
The main reasons for adopting two samples is to stress the extent to
which the smaller concern has access to external sources of finance in
contrast to the slightly larger business. Members of the second sample
are entitled to obtain an industrial licence from the Ministry of
Industry and Electricity, which enables them to obtain long and medium
interest free loans up to 50% of the total cost of the project from the
Saudi Industrial Development Fund (SIDF). This, in turn, paves the way
for them to obtain financial facilities from commercial banks and other
external sources of finance. Members of the first sample are not
subject to industrial licence regulations and this deprives them of
access to the financial facilities provided by SIDF. Hence it is more
difficult for them to secure loans or other financial facilities from
commercial banks.
The first sample was drawn from the lists prepared by the Ministry of
Finance and National Economy, and that of the Chambers of Commerce. The
second sample was drawn mainly from the list of licensed factories in
production issued under the National Protection and Encouragement Law
and Foreign Capital Investment Law up to 1987 and the list prepared by
the Ministry of Finance.
3.3 SAMPLING METHOD: TRADE SECTOR
As mentioned in Section 3.1, the lack of statistical data and the
unwillingness of merchants to answer certain questions, particularly
those relating to size of capital and turnover, left no option but to
estimate the range of the chosen criteria. This differed from one trade
class to another, and also within the same trade classes.
Two samples were drawn from the population that fell within the
estimated range of these criteria. The first sample represented
wholesalers and retailers who were not members of the Chamber of
Commerce, the second, represented merchants who were. The estimating
procedures are explained below:
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Firstly, the retail and wholesale trade sectors were divided into eight
trade classes. These classes were:
1. Grocery wholesalers.
2. Grocery retailers.
3. Clothing and footwear wholesalers.
4. Clothing and footwear retailers.
5. Furniture and furnishing accessories retailers.
6. Construction materials retailers.
7. Cooking utensils retailers.
8. Consumer electronics retailers.
Of the eight classes six relate to retail trade and only two to
wholesale trade categories; in four of the six retail trade categories,
furniture, building materials, consumer electronics and cooking
utensils, small wholesalers do not exist; it is essential, in these
sectors for the small retailer to deal directly with the large
wholesalers who tend to be either representatives of foreign companies
or distributors working on a commission basis for domestic and foreign
companies.
Secondly, each city was divided into locations ranging from one to four
locations depending on the class of retail trade. These were:
Grocery Retailers
1. Market city centre.
2. Main street shops.
3. Residential areas shops.
Clothing and Footwear Retailers
1. Market city centre.
2. Commercial centre.
3. Main street shops.
Furniture and Furnishing Accessories
1. Furniture market.
2. Out-of-town furniture shops.
3. Main street furniture and furnishing accessory shops.
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Construction Materials Retailers
1.	 Construction material market.
Cooking Utensils Retailers
1.	 Cooking utensils market.
Consumer Electronics Retailers
1.	 Consumer electronics market.
The purpose behind the above division is to stress the importance of the
location of the shop in determining the size of annual sales and
profits, as well as the capital investment required.
Thirdly , a sample of at least two shop owners from each location, who
were classified under the same trade class, were interviewed. The
interview was to estimate a range for the following criteria: annual
sales, invested capital and number of employees. The results of these
interviews can be summarised as follows:
First: Annual Sales
Grocery Shop Retailers
Location (1): Annual sales not exceeding SR 300,000.
Location (2): Annual sales not exceeding SR 540,000.
Location (3): Annual sales not exceeding SR 250,000.
Clothing and Footwear Retailers
Location C].): Annual sales not more than SR 720,000.
Location (2): Annual sales not more than SR 540,000.
Location (3): Annual sales not more than SR 360,000.
Location (4): Annual sales not more than SR 200,000.
Furniture and Furnishing Accessories
Location (1): Annual sales not exceeding SR 1,000,000.
Location (2): Annual sales not exceeding SR 500,000.
Location (3): Annual sales not exceeding SR 220,000.
Construction Materials
Annuals sales not exceeding SR 2,000,000.
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Cooking Utensils
Annual sales not exceeding SR 200,000.
Consumer Electronics
Annual sales not exceeding SR 2,000,000.
Invested Cap ital - Retail Trade
Grocery Retailers
Location (1): Capital invested not exceeding SR 200,000.
Location (2): Capital invested not exceeding SR 100,000.
Location (3): Capital invested not exceeding SR 100,000.
Clothing
 and Footwear
Location (1): Capital invested not exceeding SR 300,000.
Location (2): Capital invested not exceeding SR 200,000.
Location (3): Capital invested not exceeding SR 150,000.
Location (4): Capital invested not exceeding SR 80,000.
Furniture and Furnishin g Accessories
Location (1): Capital invested not exceeding SR 300,000.
Location (2): Capital invested not exceeding SR 200,000.
Location (3): Capital invested not exceeding SR 200,000.
Construction Materials Retailers
Capital invested not exceeding SR 300,000.
Cooking Utensil Retailers
Capital invested not exceeding SR 150,000.
Consumer Electronics Retailers
Capital invested not exceeding SR 300,000.
Wholesale Trade
Unlike the retailer, the size of the wholesalers' annual sales or
capital invested is not correlated with the location of the business.
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In general the retailer looks for the wholesaler who sells on credit,
charges lower prices than others, offers the latest styles of
merchandise, and who is flexible, particularly in relation to the return
of unsold goods.
A key issue here is whether the wholesalers' ability to provide these
facilities depends on his being able to obtain cheap external funds.
The second step, after defining the range of each suggested criteria
estimated, was to draw a sample from each location. There were three
aiethods of choosing the sample. The first method was to ask the Chamber
of Commerce to provide a list of names and addresses of retailers and
wholesalers operating in different trade classes which fell within the
estimated range of each measure. The second method was to distribute
the questionnaires directly to merchants operating in the above-stated
locations. The third method was to combine the first and second
methods, resulting in a selection from two samples, the first drawn from
the Chamber of Commerce list and the second selected randomly from
different locations.
The First Method
To depend entirely upon the Chamber of Commerce to provide a list of
names and addresses of retailers and wholesalers operating in different
trade classes which fell within the range of each estimated measure
would produce biased statistical results in our study as not all
retailers and wholesalers operating in the Kingdom are members of the
Chamber of Commerce. Therefore, all non-member merchants would be
missing from the list provided by the Chamber of Commerce. Secondly,
the Chamber of Cothuierce requires merchants who apply for membership to
provide information on capital, number of employees, name of banks dealt
with etc.	 But it is not obligatory to provide this information.
Moreover, the application is not required to present documents to
support the figures which he provides as to the size of capital and
number of employees. Accordingly, although the Chamber of Commerce list
may include merchants who are classified as small according to our
definition the shops' actual operations in terms, for example, of its
location and the merchandise displayed may indicate to the contrary.
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The Second Method
Here questionnaires were distributed to the establishments operating in
the different identified locations, since the estimation procedures
relating to the size of invested capital, annual sales and number of
employees, implied that most, if not all shops, operating in these
locations fell within the definition of small businesses. It is
possible that the resulting sample would contain only merchants who were
not members of the Chamber of Commerce, again indicating a biased
sample.
To avoid the deficiencies associated with the two methods described
above, a third approach was adopted which took into consideration the
two groups of merchants, members and non-members of the Chamber of
Commerce and Industry. This method was as follows: firstly, a sample of
313 establishments operating in different classes of trade was selected.
This sample was drawn from the Directories of the Chambers of Commerce
in Riyadh, Jeddah and Dainmam. Secondly, another sample of 1,304
establishments, operating in different classes of trade, was selected
randomly. Both samples were taken from the same locations, For
example, Kabel Street in Jeddah's down town centre was examined; all
merchants operating in this street sell cloth and footwear. The range
of invested capital, annual sales and number of employees, had already
been estimated; this had revealed capital invested not exceeding SR
300,000, aimual sales not exceeding SR 720,000 and number of employees
not exceeding four. 100 questionnaires were distributed to merchants
operating in this street. 17 questionnaires were handed to merchants
who were members of Jeddah Chamber of Commerce. 	 The other 83
questionnaires were distributed randomly. 	 The same procedure was
carried out with respect to other trade classes in different locations.
3.4 PILOT STUDY
Having defined small business and identified the study sample, the next
step before distributing questionnaires on a large scale, was to
undertake a pilot study; this was based upon the distribution of 54 and
72 questionnaires to small industrialists and merchants respectively in
addition to interviewing 12 and 16 entrepreneurs from the manufacturing
and trade sectors. The main objectives of the pilot study were to
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establish better understanding of the problems involved, to identify
new, relevant factors judged by the entrepreneur to have a great bearing
on the theme of the study, to test the response of entrepreneurs to
certain questions which are considered by the overwhelming majority of
small entrepreneurs in both developed and developing countries as being
of a highly confidential nature, and to get acquainted with the best
approach to the conduct of interviews and most suitable ways of
distributing and collecting questionnaires.
The pilot survey, however, generated three basic modifications
concerning the approach of the study, the area of emphasis and the
interview techniques. After conducting several interviews with both
industrialists and merchants it became clear that finance is only one
aspect of the whole problem encountered by small businesses in gaining
funds or irfinancing themselves
internally. The other most relevant aspect of the problem is the
quality of management; thi-has a great bearing on the ability of the
entrepreneur to approach and to secure institutional financial
facilities. As a result questions to measure management sophistication
and hence the extent to which the entrepreneur management quality
contributes to the existence of small business financing gap, were
added.
The second modification brought about by the pilot study concerned the
approach of the investigation. It was intended to adopt a case study
approach as a methodology to identify the problems encountered by small
businesses in their efforts to finance themselves internally or to gain
access to external sources of funds. This approach has been adopted in
Bath's Study (1975-79), in Osaze's study of the financing and financial
control characteristics of small, rapid growth manufacturing enterprises
in Nigeria, and in Ahmed's study on the financing of small enterprise
development in Sudan. The case study approach is based on accounting
ratio analysis; data is generated from each small business's financial
accounts to calculate liquidity, profitability and gearing. These
ratios provide more rigorous analysis of the financial profile and
characteristics of small businesses during various stages of
development. However, the application of this approach requires the
availability of up-to-date financial records.
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The pilot survey revealed that these accounts are not available in small
businesses in Saudi Arabia. As a result a more general approach was
adopted which is based on distributing a large number of questionnaires,
accompanied by several interviews
The third modification generated by the pilot study was related to the
techniques of interviews. It was found that structured interviews were
not suitable for the case of small businesses in Saudi Arabia. This is
mainly due to the lack or limited educational background of the majority
of small business entrepreneurs. As a result, the author used an
unstructured approach in interviewing the small merchants and
industrialists which allowed for more flexibility and avoided using
accounting and economic terminology as little as possible. Clearly the
apparent ignorance of entrepreneurs in small businesses limited the
sophistication of the questionnaire and interview approach in our study.
Accordingly, the pilot study findings and observations assisted the
author in generating appropriate subsidiary hypotheses to be tested on a
large scale sample.
3.5 SUBSIDIARY HYPOTHESES TO BE TESTED IN BOTH THE MANUFACTURING AND
THE TRADE SECTORS
Subsidiary hypotheses to be tested are set out below and have been
selected on the basis they will establish the extent of efficiency in
small businesses in the sectors under study, particularly managerial
efficiency, and secondly allow judgement to be made on the financial
provisions available to small businesses in the Kingdom; this will have
both a supply side and demand side perspective in the sense that the
supply of finance can be examined in the Kingdom in relation to its
demand; clearly if an external demand for finance exists in small
businesses it is very important to ascertain the reasons why that demand
has not been satisfied. Essentially this may be a lack of financial
provisioning within the Kingdom, and/or deficiencies in small business
operations which justify external sources of finance rejecting loan
applications.
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Hypotheses to be Tested
1. Characteristics of a Small Business
1.1 The owners of the businesses are also the managers.
1.2 The majority of small businesses are family concerns.
2. Employment
2.1 A large proportion of employees in small businesses are non-
Saudi.
3. Indicators of the quality of the Management
3.1 The owner-managers of small businesses have a relatively low
level of education, particularly management education.
3.2 The majority of small businesses do not keep financial
records such as bank accounts and statements, sales,
purchases, cash and payroll records.
\ 3.3 The majority of small retailers and workshops do not have a
separate bank account under the name of the business.
3.4 The majority of small businesses do not keep a proportion of
their profits as a reserve.
3.5 The majority of small businesses do not prepare an annual
budget which estimates the annual sales, purchases,
production, cashflow and profits.
-3.6 The establishment of the majority of small businesses are
not based on a feasibility study or business plan.
3.7 The majority of small entrepreneurs are not aware of the
impact of high productivity on profitability, and hence on
the contribution of internal funds as a source of finance.
4. Financing the Start-up
4.1 The majority of small businesses' start-up capital comes
from personal resources and from borrowing from friends and
relatives.
\ 4.2 Few small businesses are able to provide the collateral and
financial information required by commercial banks in order
to obtain a suitable loan.
4.3 Commercial banks in the Kingdom do not offer special lending
schemes that suit the needs of small businesses.
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4.4 The government lending schemes provided by the specialised
credit institutions are not designed to meet the needs of
small businesses.
5. Financinz the Business After Establishment
5.1 Small businesses, particularly in the trade sector, depend
heavily on the credit provided by wholesalers and suppliers
from their working capital.
5.2 The majority of small businesses are not able to secure
financial facilities from commercial banks to finance
working capital, relocation, expansion, diversification and
other purposes.
5.3 The majority of small businesses cannot meet the conditions
laid down by commercial banks and government credit
institutions in loan agreements.
\5.4 Very few small businesses are able to present adequate
collateral and accounting information necessary for
evaluating their request for finance.
5.5 Only a few small businesses depend on personal resources and
retained profit to finance working capital, relocation,
diversification, imports etc.
6. Islamic Financinz Methods
6.1 Most on-going small businesses refuse to share the ownership
of the business with the provider of equity capital
(Musharaka financing method).
6.\2 Existing small businesses sometimes accept Mudaraba
financing arrangements.
3.6 THE QUESTIONNAIRE
In order to obtain data which either confirms or rejects the subsidiary
hypotheses stated above, a questionnaire was designed to provide four
types of data:
1.	 Data about the characteristics of small businesses which
distinguishes them from large businesses (without this ability to
distinguish it would be impossible, for example, to justify the
importance of a special lending programme for small businesses).
97
These include management and legal status, reasons for undertaking
the present business, educational background and business
experience, size of employment, capital and sales.
2. Data related to the central purpose of the study, aimed at
identifying the main obstacles encountered by small businesses in
their efforts to finance themselves internally or to have access
to external sources of finance. These include sources of
financing the business at its inception and during various stages
of development, type of finance, cost (fixed or variable), length,
amount of loan required, collateral, financial information, method
of repayment and date of borrowing.
3. Data related to the efficiency of the firm, particularly relating
to the quality of management and labour productivity in order to
identify whether the provision of adequate finance is by itself
sufficient to ensure the effective participation of small
businesses in the development process or not. These include the
existence of a feasibility study or a business plan, accounting
records, methods of purchasing raw materials, selling the final
products and ways of improving productivity.
4. Data related to Islamic financing methods aimed at revealing the
views of small merchants and industrialists about Musharaka and
Mudaraba financing arrangements.
The questionnaire contained 46 close-ended and hypothetical questions.
In conjunction with the questionnaire a series of interviews were
conducted by the researcher. The close-ended questions were considered
to be more suitable than the open-ended questions since they did not
require the respondent to explain a particular answer and were easier to
code and process.5
Table 3.1 shows that of the 412 questionnaires distributed in the
manufacturing sector, 222 or 53.9% were completed, collected and
analysed; 140 (63.9%) of these were responses from the first sample (as
is shown in Table 3.2) and 82 (36.1%) were from the second sample.
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Table 3.2 shows that of the 1,617 questionnaires distributed in the
trade sectors, 597 or 37% were completed, collected and analysed.
Unfortunately, as one might anticipate, not all the questions in the
questionnaire were answered adequately. Eight questions were ignored
totally by all respondents in both trade and manufacturing sectors. The
respondents who agreed to be interviewed attributed their refusal to
answer these questions to confidentiality.
The questions which were ignored by all respondents related directly to
the study. They concerned the following:
- size of invested capital.
- value of annual sales.
- type of finance demanded from a commercial bank (short, medium and
long-term).
- type of interest rate; variable or fixed.
- name of the bank(s) that granted the loan.
- method of repayment of the loan.
- date of borrowing.
- percentage of the loan as a proportion of the total cost of the
project.
The last step in this process of investigation was to collect, code,
edit and tabulate the findings to be interpreted and analysed in
Chapters 4, 5 and 6. To this we now turn our attention.
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Value
1
2
3
4
5
6
% of R/D*	 % of R/S**
Sample
	
44.8
	
28. 8
	
47.4
	
12.2
	
53.2
	
14.8
	
56.7
	
7.7
	
65.8
	
23.4
	
70.7
	
13.1
Table 3.1
The Industrial Sarimle
No of
Questionnaires
Distributed
143
57
62
30
79
41
No of
Questionnaires
Re turned
64
27
33
17
52
29
412
	
222
	
53.9
	
100
Where : 6
1 - Building materials
2 - Aluminium products
3 - Wooden products
4 - Chemical products
5 Iron products
6 - Others
* R/D - Total questionnaires returned from each industrial class
Total questionnaires distributed to each industrial class
** R/S - Total questionnaires returned from each industrial class
Total questionnaires collected and analysed (sample)
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Table 3.3
The Trade Sample
Value
1
2
3
4
5
6
7
8
No of
Questionnaires
Distributed
102
340
58
420
86
400
60
151
No of
Respondents
40
129
16
158
38
146
24
46
% of R/D*
39.2
37.9
27.6
37.6
44.2
36.5
40.0
30.5
% of R/S**
Sample
6.7
21.5
2.7
26.5
6.4
24.5
4.0
7.7
1,617
	
597
	
36.9
	
100
Where:
1 - Grocery Wholesalers
2 - Grocery Retailers
3 - Clothing and Footwear Wholesalers
4 - Clothing and Footwear Retailers
5 - Furniture and Furnishing Accessories Retailers
6 - Building Materials Retailers
7 - Cooking Utensils Retailers
8 - Consumer Electronths Retailers
* R/D - Total questionnaires returned from each trade class
Total questionnaires distributed to each trade class
** R/S - Total questionnaires returned from each trade class
Total questionnaires collected and analysed (sample)
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NOTES
For more details about the inconsistency in international statistics
about small firms, see Burns, P, and Dewhurst, J, (eds), Small
Business in Europe, (1986), Macmillan Education Ltd. Also see
Philip A Neck, "Role and Importance of Small Enterprises", Small
Enterprise Development: Policies and Programmes, (ed), International
Labour Organisation, 1977.
2 Ibid, for more details about the economic and statistical definition
of small businesses. Also see Bolton Report: Report of the
Committee of Inquiry on Small Firms, London, Cmnd 4811, London, HMSO
1971. For more details about the statistical definition of small
businesses in some development countries, see Eugene Staley and
Richard Morse, Modern Small Industr y for Developing Countries,
McGraw-Hill Book Co, New York, 1965.
3 These conditions were emphasised by Davies, J, R, and Kelly, M,
Small Firms in the Manufacturing Sector, Committee of Inquiry on
Small Firms, Research Report No 3, 1972.
4 Ministry of Industry and Electricity, The List of Licensed Factories
in Production Under the National Protection and Encouragement Law
and Foreign Cap ital Investment Law up to 1987.
5	 See, Gerald Hoinvill, Roger Jowell and Associates, Survey Research
Practice, 1983.	 See also Nicholas Bateson, Data Construction in
Social Surveys, 1984.
6	 - building materials, producing bricks, blocks, curbstones, tiles,
marble, decorated marble and ready mixed concrete.
- aluminium products, producing furniture, household utensils, doors
and windows.
- wooden products, producing Arabian and Western style furniture,
doors, windows and other wooden items.
- chemical products, producing paints, detergent, plastic household
utensils, plastic bags, chairs, boxes, pipes for electric and
water installations.
- iron products, producing metal furniture, iron, doors, windows,
shelves and hangers.
- other products.
7 Data presented in Table 3.2 is just another way of demonstrating the
figures displayed in Table 3.1. The types of industry are
crosstabulated by samples drawn from the small business population.
Two samples are typed in the first and second row respectively; the
first sample represents those whose invested capital is less than
one million riyal, and the second sample represents those whose
invested capital ranges between one and five million riyal. The
types of industry are depicted from columns 1 to 6. Four entries
are typed on the upper left corner of the table. These are: COUNT,
ROW PCT, COL PCT and TOT PCT. The word count, means the frequency,
and in this case, the number of questionnaires completed, collected
and analysed. For example, take the first cell in the first row and
column. The first entry in this cell is 42, which means that 42
questionnaires which were analysed belong to the first sample and
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represent those factories and workshops which produce building
materials. The second entry in the cell is the row percentage (ROW
PCT), ie, the percentage of all questionnaires in the row collected
and analysed. This means that of the 140 questionnaires collected
from the first sample, 42 (30%) represent factories and workshops
which produce building materials. The third entry in the cell is
the column percentage of all questionnaires analysed in the column
(COL PCT). This means 68.9% of the 61 questionnaires collected from
those who produce building materials, represent the first sample,
and 31.1% represent the second sample (the third entry in the first
cell in the second row and first column). The fourth entry in the
cell is the total percentage (TOT PCT) which is the number of
questionnaires in the cell as a percentage of the total number of
questionnaires which constitute both samples, ie, 19.2% of the total
number of questionnaires analysed represent workshops and factories
producing building materials and belong to the first sample.
CHAPTER FOUR
FINANCING SMALL BUSINESSES IN THE TRADE SECTOR
In the context of Saudi Arabia there are three potential sources of
finance for small businesses in the Kingdom. These are:
- the owner of the business, or the past, accumulated profits of the
business.
- relatives, friends and associates of the owner of the business.
- external funding agencies, either commercial banks or other private
sector funding institutions or government funding bodies.
The type of funding also varies considerably between these sources. At
the one extreme interest free loans, or even grants may be available;
clearly fixed interest loans are also possible on a short to long term
basis, although these may not be very obvious due to the Islamic nature
of the economic system in the Kingdom. At the other extreme it may be
possible to identify Islamic modes of finance which embrace profit
sharing financial arrangements.
This chapter reveals the main reasons for choosing the sources of
finance in the trade sector and identifies the major obstacles
encountered by small businesses in their efforts to obtain such finance.
This evidence enables an exploration of the limitations of each source
of finance and to discuss ways of increasing the contribution of each
source to the financing of small businesses. The field survey here is
based on questionnaires and interviews with small merchants in Saudi
Arabia's three main cities: Riyadh, Jeddah and Dammam.
4.1 FINANCING SMALL MERCHANTS AT THE ESTABLISHMENT STAGE
To launch a new business a small retailer or wholesaler needs start-up
capital (seed money), to build or buy premises, to obtain furniture,
equipment and vehicles, to install utility services, to pay
administrative fees and to purchase merchandise.
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62.1
19.2
10.7
1.8
2.8
1.5
1.8
1
2
3
4
5
6
0
371
114
64
11
17
9
11
63.3
19.5
10.9
1.9
2.9
1.5
Missing
63.3
82.8
93.7
95.6
98.5
100
Start-up capital can be financed from the owners' personal resources or
from external sources which include:
- relatives
- friends
- commercial banks
- relatives and/or friends in return for a share in the profits of the
business only (inactive partner)
- relatives and/or friends in return for a share in the profits and
management (active partner).
Table 4.1 shows that 371 (63.3%) of the sample respondents' provided
their own start-up capital.
Table 4.1
Sources of Finance at the Establishment Stage
Value	 Frequency	 Percent	 Valid	 Gum
Percent
	
Percent
597
	
100
	
100
1. Personal resources only.
2. Relatives as an interest free loan.
3. Friends as an interest free loan.
4. Commercial banks.
5. Relatives and/or friends for a share in the profits.
6. Relatives and/or friends for a share in profits and management.
0. No answers.
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If the results of the questionnaire are combined with those of
subsequent interviews, a number of interesting features and conclusions
emerge; in particular:
1. During the second period under study (1973-82), where abnormal
rates of profit were very visible in the trade sector, a large
number of government employees left the public sector and
established shops in the different trade sectors, or were able to
combine government employment with private sector trading
activity. Those who left government employment received
attractive pensions and these, combined with accumulated savings,
were sufficient to provide start-up capital. Those remaining in
government employment were able often to generate start-up capital
from high government salary levels.
2. Again, during the second period, the municipality of each city in
the Kingdom launched development projects to expand streets, to
build car parks and public parks. The people whose properties
were compulsorily purchased to facilitate these projects were
compensated by the Government, the compensation paid being high
relative to pre 1973 property values. This allowed many people to
use a proportion of the compensation to establish shops in
different trade classes.
3. The survey findings showed that 178 (30.4%) of the sample
respondents received their start-up capital from relatives and
friends. Interviews revealed that this was to a large extent due
to inadequate personal financial resources and to an unwillingness
to borrow from commercial banks or other financial institutions,
either for religious or confidential reasons, or both; one major
advantage of the use of personal savings or financial support from
relatives and friends over external finance is clearly seen to be
the lower level of financial information and personal details that
are required by this source. Confidentiality is a very important
issue in this context.
4. Only 11 establishments (1.9%) of the survey respondents relied on
commercial banks or other financial institutions for start-up
capital.
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Although the sample is too small to reach any firm conclusions,
the use of bank finance appeared to be used because other sources
of finance were not available, or when they were, were regarded as
less preferable. Interviews, for example, revealed that borrowing
from friends or relatives was seen as potentially jeopardising
relations if the business failed or the loan could not be repaid
or, alternatively, if the business was successful the lender might
expect undue credit for this success. It was apparent also that
many did not regard bank finance as being against Islamic
teachings in a situation where alternative external sources of
finance, of an Islamic kind, were not present.
Reasons for Success in Obtaining Bank Finance
The respondents' replies presented in Table 4.2 show that 54
establishments approached commercial banks seeking start-up finance.
20.4% were successful in obtaining it, while 79.6% were rejected.
Successful respondents were asked to determine which of the following
reasons was responsible for their success in securing start-up capital
from the bank:
1. Personal relationship with the bank manager.
2. Ability to provide adequate security.
3. Ability to provide the required financial information.
Although only 11 respondents were successful in obtaining bank finance,
it was clear that their personal relationship with the bank manager was
seen as largely responsible for their success; only two businesses
believed that the provision of security was the main reason for their
success, whilst only one thought that the provision of financial
information was mainly responsible for the acquisition of bank finance.
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Table 4.2
Respondents Who Sought Bank Finance
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
11
	
1.8
	
20.4
	
20.4
2
	
43
	
7.2
	
79.6
	
100
0
	
543
	
91.0
	
Missing
	
597
	
100
	
100
where:
1. Successful respondents.
2. Unsuccessful respondents.
0. No answer.
Table 4.3
Reasons for Success in Obtainin g Banks' Finance
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
7
	
1.2
	
70
	
70
2
	
2
	
0.3
	
20
	
90
3
	
1
	
0.2	 10
	
100
0
	
587
	
98.3	 Missing
597
	
100
	
100
where:
1. Personal relationship with the bank manager.
2. Ability to provide sufficient security.
3. Ability to provide the required financial information.
0. No answer.
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Reasons for Failure in Obtaining Banks' Finance
Unsuccessful respondents were asked to determine which of the following
reasons were primarily responsible for their failure to obtain start-up
capital from the bank:
1. Inability to provide sufficient security.
2. Inability to provide the required financial information.
85.4% of respondents who had finance applications rejected attributed
their failure to secure bank finance to their inability to provide
adequate security and 14.6% to their inability to present the required
financial information. These findings support hypothesis No 4.2 which
says: "Few small businesses are able to provide the collateral and
financial information required by commercial banks in order to obtain a
suitable loan".
However, the majority of respondents, 556 (91.3%) did not approach
commercial banks seeking start-up finance. Interviewing revealed that
this can be attributed to many factors, including:
1. Unwillingness to deal with commercial banks for religious and
confidential reasons.
2. Strong belief that commercial banks provide financial facilities
only to known names in the trade sector.
3. The illegal status of some respondents which prevented them from
being able to borrow money from commercial banks. Some Saudi
merchants who have recently obtained Saudi nationality have
wealthy non-Saudi relatives residing inside and outside Saudi
Arabia. These merchants borrowed from their relatives and
established their own business. In return for this, they agreed
to open shops under their name, the shops being owned and financed
completely by the non-Saudi relatives.'
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Table 4.4
Reasons for Failure to Obtain Bank Finance
Type of	 Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
1
	
35
	
5.9
	
85.4
	 85.4
2
	
6
	
1.0
	
14.6
	
100
0
	
556
	
91.3
	
Missing
	
597
	
100
	
100
where:
1. The inability to provide sufficient security.
2. The inability to provide the required financial information.
0. No answer.
The emphasis of commercial banks on collateral and the personal
relationship with customers when evaluating their creditworthiness,
stems from the unwillingness or inability of applicants to provide a
feasibility study and reliable financial information, both of which are
essential for assessing the commercial viability of the project, and its
ability to generate sufficient cash flow to cover the debt. As
mentioned in Chapter 6, 402 (95.9%) of the respondents did not base the
establishment of their projects on a feasibility study or business plan.
Active and Inactive Partners
An active partner is one who provides capital for establishing a new
business with the entrepreneur in return for a share in the profits,
losses and management of the business. An inactive partner provides
capital against a share in the profits or loss only.
There are many factors which encourage the potential investor in Saudi
Arabia to provide equity capital to new or on-going businesses. These
include:
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- The absence of Islamic investment arrangements which some people
prefer.
- The limited investment opportunities.
- The absence of a secondary market
Despite these factors raising equity funds for establishing a new
business is much more difficult than borrowing from commercial banks or
informal sources because it is totally based on the confidence of the
provider of capital in the entrepreneur. This is because the provider
of the capital does not require the entrepreneur to provide collateral
or an outside guarantee. Moreover, he might lose all of the capital he
has provided.
The survey result observed in Table 4.1 show that 26 establishments
(4.4%) of the sample respondents raised equity funds to launch a new
business.
Financing the establishment of a new business through an active or
inactive partner is usually a reflection of the following:
1. The unwillingness of the entrepreneur to approach commercial banks
for religious reasons.
2. The failure of the entrepreneur to secure finance from commercial
banks due to his inability to meet the bank's lending requirements
which involve providing collateral, outside guarantee and a
business plan.
3. The refusal of friends or relatives to provide the required
capital unless they share the profit, loss and/or the management
of the business.
The entrepreneur normally prefers to share the ownership of the business
with an inactive partner in order to avoid interference in the
management of the business. This is reflected by the higher number of
concerns which were established according to an inactive partnership
(17) compared to those which were set up according to an active
partnership arrangement (9).
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Therefore, to stimulate potential investors to provide equity capital
for new businesses and in turn to increase the contribution of this
channel to financing small businesses, various measures must be taken to
minimise the risk.	 (see Chapter 8).
4.2 FINANCING SMALL MERCHANTS AFTER ESTABLISHMENT
Occasionally, the wholesaler and retailer may need money to finance
operations such as:
Expansion
Relocation
Modernisation
Diversification
Working capital
Import finance
Others
The funds required to finance one or more of the above purposes can be
secured either internally or externally.
There are two sources of internal finance. These are:
1. Retained profits
2. Provision of new capital by the owner.
Table 4.5 shows that 195 establishments (43.8%) of the respondents
relied on internal sources to finance expansion, relocation,
diversification and working capital. While 250 establishments (56.2%)
of the respondents depended on external sources of finance which include
relatives (11.7%), friends (15.3%), commercial banks (17.3%), inactive
partners (7.2%) and others (4.7%).
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The small merchants' ability to plough back a proportion of the profits
into the business depends on many factors including the level of
profits, the owners' long-term aims and government policy with regard to
taxes and subsidies.
However, the statistical findings of the field survey illustrated in
Table 4.6 shows that 163 establishments (29.3%) keep a proportion of
their profits as a reserve, while 393 establishments (70.7%) do not.
This result confirms hypothesis No 5.5.
The successful respondents were asked to specify whether the retained
proportion is normally more or less than 50% of the net profits. 99.1%
of the respondents indicated that this proportion is normally less than
50% whilst only 0.9% retained more than 50% of profits.
Type of
Respondent
1
2
0
Table 4.6
Proportion of Profits as Reserve
Frequency	 Percent	 Valid
Percent
	
163
	
27.3
	
29.3
	
393
	
65.8
	
70.7
	
41
	
6.9
	
Missing
	
597
	
100
	
100
Gum
Percent
where:
1. Keep a proportion of profits as reserve.
2. Do not keep a proportion of profits as a reserve.
0. No answer.
To identify the reasons why some retailers and wholesalers had the
desire to, and were able to reinvest part of their profits in the
business while others failed to do so, 11 (2%) of both successful and
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unsuccessful respondents were interviewed. 	 The following conclusions
emerged: -
First; Successful Respondents
1. The failure to secure external finance in the past had taught them
to be more rational in their personal expenditure and retain more
of the profits in the business.
2. The abnormal rates of profits achieved during 1973-82 enabled them
to plough back a proportion of profit into the business.
3. The lack of availability of other sources of income encouraged
them to keep part of the profits as a reserve to finance working
capital, expansion and diversification.
Table 4.7
Proportion of Profits Retained in the Business
Type of
	
Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
1
	
114
	
19.1
	
99.1
	
99.1
2
	
1
	
0.2
	
0.9
	
100
0
	
482
	
80.7
	
Missing
597
	
100
	
100
where:
1. Less than 50% of the profit was retained in the business.
2. More than 50% of the profit was retained in the business.
0. No answer.
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Unsuccessful Respondents
1. The inability to strike a balance between their personal needs and
the needs of their business.
2. The decline in demand for goods and merchandise in general, and
building materials in particular, due to the departure of a large
number of foreigners and the completion of most physical
infrastructure projects.
In addition to the reasons mentioned by successful and unsuccessful
respondents with regard to their ability to retain part of the profits
in the business, the author believes that differences in the quality of
management, marketing techniques and productivity have a major bearing
on the existence of profits and their retention. In our survey 163
establishments ploughed back part of their profits into the business,
but 393 failed to do so; yet both groups are operating under the same
trading conditions.
High quality management, modern marketing techniques and skilled
manpower increase the profitability of the small concern and enable it
to rely to a large extent on its internal funds.
Commercial Banks
The survey findings depicted in Table 4.8 show that of the 166
establishments that.applied for banking facilities, 77 (46.4%) succeeded
in obtaining the funds they asked for, while 89 (53.6%) failed to do so;
successful respondents were asked to specify which of the following
reasons attributed to their success in securing finance:-
1. Personal relationship with the bank manager.
2. The ability to provide the required security.
3. The ability to provide the required financial information.
72.4% of the respondents attributed their success to their personal
relationship with the bank manager (as is shown in Table 4.9), 19% to
their ability to provide the required security and 8.6% to their ability
to present the required financial information.
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Table 4.8
Respondents Approached Commercial Banks Seeking Finance
Type of	 Frequency	 Percent	 Valid	 Cuni
Respondent	 Percent	 Percent
1	 77	 12.9	 46.4	 43.3
2	 89	 14.9	 53.6	 100
0	 431	 72.2	 Missing
	
597	 100	 100
where:
1. Respondents who succeeded in securing banks' finance.
2. Respondents who failed to secure banks' finance.
0. No answer.
Table 4.9
Reasons for Success in Obtaining Banks' Finance
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1	 42	 7.1	 72.4	 72.4
2	 11	 1.8	 19.0	 100
3	 5	 0.8	 8.6
0	 539	 90.3	 Missing
	
597	 100	 100
where:
1. Personal relationship with the bank manager.
2. Ability to provide collateral.
3. Ability to provide financial information.
0.	 No answer.
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Type of
Respondent
1
2
0
Cum
Percent
88.1
100
Valid
Percent
88.1
11.9
Missing
Percent
8.7
1.2
90.1
100
Frequency
52
7
538
597
Similarly, unsuccessful respondents were asked to determine which of the
following reasons they felt was primarily responsible for their failure
to obtain banking facilities to finance expansion, relocation,
diversification, working capital, import finance and paying past debt:-
1. The inability to provide adequate security.
2. The inability to provide the required financial information.
3. Others.
88.1% of the respondents attributed their failure to secure bank finance
to the inability to provide adequate security, and 11.9% to their
inability to provide the required financial information.
The statistical findings presented above indicate clearly that the
criteria applied by commercial banks in evaluating requests for finance
is perceived to be based largely on the personal relationship with the
bank manager and the ability of the applicant to provide security rather
than on the viability of the project.
Table 4.10
Reasons for Failure to Obtain Bank Finance
where:
1. The inability to provide adequate security.
2. The inability to provide the required financial information.
0. No answer.
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Project evaluation is utilised to review the forward and backward
financial position of the applicant in order to ensure that the lending
decision is based on the commercial viability of the project and its
ability to generate a sufficient cash flow to repay the debt. This
method of lending requires the applicant to provide financial accounts
including profit and loss statements, balance sheets and trading
accounts.
Unfortunately, small merchants in Saudi Arabia do not keep the financial
accounts mentioned above. Furthermore, the survey study indicates that
308 establishments or 52.2% of the sample (as shown in Tables 6.5 and
6.6) do not keep a separate bank account under the name of the
establishment.
The absence of this information makes it impossible for commercial banks
to form an accurate picture of the applicant's financial position. For
example, in the absence of a separate bank account under the name of the
establishment, commercial banks cannot be sure whether cheques issued,
received or returned are for business or personal purposes, and
therefore whether the fluctuations in the balance is attributed to
personal or business behaviour.
Nevertheless, the heavy reliance of commercial banks on collateral and a
personal relationship with the customer in evaluating their
creditworthiness stems from the lack of specialised staff in project
evaluation as well as from the absence of a special lending programme
which suits small businesses and which takes account of their inability
to provide adequate security or reliable financial accounts. Options to
increase the involvement of commercial banks in the financing of small
businesses are considered in the last chapter.
It is important, however, to emphasise once more the point made in the
previous chapter, that commercial banks in Saudi Arabia concentrate on
financing short-term operations; 71 out of 77 establishments obtained
short-term credit to finance working capital, imports and to pay past
debt (Table 4.5). Operations which required medium and long-term
finance were given minor attention by commercial banks, where only six
establishments succeeded in securing loans to finance expansion and
relocation.
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However, the commercial banks' concentration on short-term finance
forced 64 establishments to borrow money from more than one source of
finance simultaneously. This is shown in Table 4.12 where 20.3% of the
respondents obtained credit from more than one source to finance
expansion, 14.1% to finance relocation, etc.
Table 4.11
Obtaining Finance From More Than One Source
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
64
	
10.7
	
24.2
	
24.2
2
	
201
	
33.7
	
75.8
	
100
0
	
332
	
55.6
	
Missing
	
597
	
100
	
100
where:
1. Respondents who approached more than one source of finance.
2. Respondents who did not seek finance from more than one source of
finance.
0. No answer.
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Frequency
13
9
3
26
5
5
3
64
Expansion
Relocation
Modernisation
Diversification
Working Capital
Import Finance
Paying Last Debt
Not Specified
Total
Percentage
20.3
14.1
4.7
40.6
7.8
7.8
4.7
100
Table 4.12
Obtaininp Finance From More Than One Source
The location of the business is not equally important for all trade
classes. It is regarded as a critical element in determining the size
or turnover and profits for retail classes like clothes, footwear and
consumer electronics. But it is not considered to be so for the food
and the clothing wholesale trade. The most important factor that
determines the size of profits for this type of trade is the credit
policy of the wholesaler, rather than the location of the business. The
wholesaler who provides his customers with trade credit will be used
more frequently than the one who does not do so, regardless of his
location.
However, the huge municipality projects, which took place during 1973-82
aimed to expand the city streets, and to provide new services. This
caused rents to increase sharply and many shopkeepers, unable to pay the
increased rent, were forced out of their premises as a result of the
imbalance between supply and demand for rental premises in general. It
also created severe competition among three groups: the new entrants;
those who had to evacuate their rented shops for government expansion;
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and the existing small retailers. Competition among these groups caused
rents to increase by more than ten fold. Consequently, 14.1% of the
respondents failed to secure adequate funds from one source to bridge
the rent gap.
Expansion is another business-related purpose which requires medium or
long-term finance, but 20.3% of the respondents were not able to secure
adequate funds from one source to finance it. The necessity of
financing expansion emerged from the physical bottlenecks which occurred
during 1975-80, such as inadequate seaport services and facilities,
which were responsible for delay in the unloading of ships for, at one
time, more than three months. 3 Accordingly, small merchants failed to
provide their customers with the goods and merchandise they needed at
the right time, partly due to the size of their shops, and partly to
their inability to secure external funds.
To avoid the impact of these bottlenecks, 41 (9.2%) of the sample
respondents expanded their businesses, in terms of renting, buying or
building a warehouse or building flats for their employees. This
enabled them to purchase large quantities of goods and avoid paying more
money each time prices rose. 	 It also enabled them to satisfy their
customers' needs at any time.
Working capital is another area where 40.6% of the respondents failed to
gain finance through only one source. This finding is striking since
working capital requires a relatively small amount of funds offered for
a few weeks or months by commercial banks and wholesalers. Respondents
were interviewed to identify the main reasons which forced them to
approach more than one source of finance for working capital. The
results of these interviews can be summarised as follows.
Prior to 1982, small merchants depended very heavily on the credit
extended to them by the wholesalers. Typically 20% to 30% of the value
of goods and merchandise was paid by merchants with the remainder paid
either in instalments or after sale. The buoyant economic environment
allowed the merchants to repay their debt on maturity. This encouraged
the wholesalers to extend more credit to their customers even though the
majority of them were newly established. Merchants who depended on
these prosperous conditions failed to adjust to the adverse economic
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conditions prevailing during the third period. As a result, they were
unable to meet their financial obligations towards their debtors
including the wholesalers, who were forced to adopt a tight credit
policy which forced 26 (40.6%) of the respondents to approach more than
one source of finance to fund working capital.
Inactive Partnerships
An inactive partnership refers to one which provides capital to the
existing business in return for a share in the ownership of the business
or for a share in the profit or loss of a certain transaction with the
owner of the establishment.
Occasionally, the merchant needs funds to purchase goods and merchandise
(working capital) or to finance imports. These funds are usually
secured by commercial banks and wholesalers. But some retailers have
financed these operations via friends and relatives, who typically have
high earning employment and who dislike investing their savings in
commercial banks for whatever reason (eg dislike of the use of
interest). These investors include professionals like doctors,
engineers, professors and others, who will support merchants financially
in return for a share in the transactional profit or loss.
The advantages of this financing arrangement in comparison with the
banks' loan and wholesalers' trade credit can be summarised as follows:
1. This method of finance is more flexible; funds obtained in this
way can be used for any business-related purpose; while trade
credit and banks' loans have to be used for a specific purpose.
2. It suits the small merchants since it does not require provision
of collateral or any sort of financial information.
3. It strengthens the competitive position of the small merchant
through his ability to purchase with cash and to get a discount,
which enables him to sell at lower prices.
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Other Financing Channels
Respondents were asked to indicate and specify sources of finance which
they relied on to finance the business after establishment, other than
those previously discussed. 21 establishments (4.7%) of the respondents
(as shown in Table 4.5) indicated that other sources of finance had been
utilised to finance relocation, diversification, working capital, import
finance and paying past debt. But none of the respondents were prepared
to specify or name the "other sources"; 19% of those respondents who
agreed to be interviewed referred to "other sources" as a collective
fund. These respondents were mainly government employees who owned
shops in different trade classes but not under their own name since they
were not legally allowed to run a business alongside government
employment. This arrangement prevents them from being able to finance
their businesses through commercial banks. Consequently they
established what they called collective funds to overcome the difficulty
of financing mainly working capital.
The following is an example of how this might work:
Assume that the small retailer is a high school teacher whose
monthly salary is SR 8,000; assume further that 24 teachers work
in his school, and every teacher pays SR 4,000 to the fund at the
beginning of each month. This means that each month SR 96,000 is
collected. Each month one of the participants in the fund gets
the whole amount collected (SR 96,000) and repays it on an
instalment basis, paying SR 4,000 monthly for 24 months.
There are two major advantages of this type of collective fund relative
to bank lending or wholesaler trade credit; these are:
1. It enables its participants to obtain part or all of the money
needed to finance working capital or any other business-related
purposes without paying interest.
2. It enables its participants to secure part or all of the funds
needed without providing collateral or supplying any financial
information.
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4.3 TRADE CREDIT
The small retailer functions as a middleman between the wholesaler and
the final consumer. He buys goods and merchandise from the wholesaler
and resells to the consumer. The time lag between the purchase of goods
from the wholesaler and receipt of cash from the consumer makes trade
finance desirable especially on certain occasions like Eid and Hajj when
the demand for clothing, footwear, groceries and electronic items
increases significantly. There are two major types of trade credit:
consumer credit, which is granted by the retailer to the consumer for
final consumption, and inter-business credit which is extended by one
establishment to another. The features of trade credit vary depending
upon the type of commodity involved. Consumer goods, for example,
groceries, normally are associated with small amounts of retail credit
over short periods.	 Consumer durables require retail credit over a
relatively larger period and usually for much greater amounts.
Figures presented in Table 4.13 reveal the importance of trade credit to
small merchants in Saudi Arabia. It shows that 581 (100%) of the sample
respondents purchased their goods and merchandise on credit which was
granted to them by wholesalers. 421 establishments (72.5%) relied on
this source of finance always, 93 establishments (16%) utilised this
channel of finance sometimes and only 67 (11.5%) purchased their stock
on credit rarely.
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Table 4.13
Ways of Purchasing Goods and Merchandise
Type of
	
Frequency	 Percent
	
Valid	 Cum
Respondent	 Percent	 Percent
1
	
421
	
70.5
	
72.5
	
72.5
2
	
93
	
15.6
	
16.0	 88.5
3
	
67
	
11.3
	
11.5
	
100
0
	
16
	
2.7
	
Missing
	
597
	
100
	
100
where:
1. Purchasing goods and merchandise on credit "always".
2. Purchasing goods and merchandise on credit "sometimes".
3. Purchasing goods and merchandise on credit "rarely".
0. No answer.
Respondents who were interviewed attributed their inability to secure
trade credit "always" to the following reasons:
1. The unwillingness of wholesalers to sell merchandise on credit,
unless the retailer is an old friend or a customer of the
wholesaler.
2. The unwillingness of wholesalers to sell on credit certain types
of merchandise unless the retailer purchases a minimum quantity.
Retailers are, however, confined by many factors which prevent
them from being able to purchase a large quantity of commodities.
These factors include the size of the shop, the availability of
storage, facilities and the nature of the commodity.
3. Retailers are required to provide an outside guarantee if they
wish to deal with the wholesalers on a regular basis; in addition
they are normally required (in the latter period under study) to
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pay a down-payment of about 50% of the value of the purchased
commodities, with monthly instalments not less than 20% of the
remaining amount.
It is worth noting that the tight credit policy adopted by the
wholesalers started after 1982, but prior to this small retailers had
not encountered any difficulties in securing credit from wholesalers.
They typically paid 20% to 30% of the value of the purchased commodities
and the balance was paid either in monthly instalments or after sale.
Moreover, wholesalers did not require guarantees or collateral, despite
the fact that the majority of their clients during this period were
newly established.
The flexibility of wholesalers in extending credit to retailers stems
from many factors which created a high demand for all types of goods and
merchandise in general and building materials in particular. These
factors included the rapid increase of foreign manpower who came to
participate in the development process, the establishment of government
specialised credit institutions and huge public and private construction
projects. The merchants who depended on the special lending conditions
described above failed to protect their businesses against the adverse
economic conditions which prevailed during the third period.
Consequently, they were unable to repay their debts to wholesalers.
This created a lack of confidence between retailers and wholesalers who
spent much time and effort chasing debtors. It was apparent from
interviews that all available means were used to collect debts,
including telephone calls, letters, personal visits and legal action.
The inability of retailers to repay their debts has, in turn, affected
the relationship of wholesalers with commercial banks. Since the
wholesalers were unable to meet their financial commitments towards the
banks on maturity, this increased lending costs and made the commercial
banks more cautious towards the wholesalers. Consequently, wholesalers,
regardless of their size, adopted a tight credit policy which involved
shortening the financing period, increasing the down .payment from 20% to
50% and requiring the provision of security or an outside guarantee.
The impact of this tight credit policy on small retailers differed from
one trade class to another; retailers who sold durable goods required
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medium and long-term funds to finance stock. Failure to obtain credit
from the traditional sources of finance (such as wholesalers and
commercial banks) prevented them from extending credit to their own
customers; this decreased the volume of sales and profits, and in turn
prevented them from financing themselves internally and forced them to
approach more than one source of finance.
This is reflected by figures presented in Tables 4.14 and 4.11. It is
shown that 284 establishments (49.1%) of the sample respondents extended
consumer credit "rarely". Moreover, 64 establishments in our sample
approached more than one source of finance to secure working capital.
Table 4.14
Ways of Selling the Goods and Merchandise
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
198
	
33.2
	
34.3
	
34.3
2
	
96
	
16.1
	
16.6
	
50.9
3
	
284
	
47.6
	
49.1
	
100
0
	
19
	
3.2
	
Missing
	
597
	
100
	
100
where:
1. Selling the goods on credit "always".
2. Selling the goods on credit "sometimes".
3. Selling the goods on credit "rarely".
0. No answer.
Import Finance
When the questionnaires were collected and reviewed, it was discovered
that 19 respondents out of 40 who obtained external funds to finance
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imports were retailers. This finding was surprising because it was
assumed that small retailers purchase goods and merchandise from the
local market rather than directly from overseas markets. Only three, or
16% of the retailers who borrowed money to finance imports agreed to be
interviewed.	 They operated in clothing, footwear and furniture
accessories. The common feature of these was that the goods and
commodities they sell are very dependent on fashion which is subject to
frequent changes. As a result they each made frequent visits to Egypt,
Turkey, Italy and East Asia to buy the latest and most fashionable
goods. This was seen as a means of providing consumers with a wider
choice and gaining market share. In contrast, all other retailers are
seen as having a smaller selection, with their reliance upon local
wholesalers.
The imported merchandise was generally financed by borrowing from
friends and relatives, and, in some cases, in return for a share in the
profits or losses of the transaction.
Islamic Financing Methods
4.4 MUSHARAKA
The last two sections of the questionnaire were designed to reveal the
opinion of small merchants about Islamic financing methods, particularly
Musharaka and Mudaraba.
Musharaka involves the owner of the business and the potential investor
jointly providing capital. The profit or loss is shared between the two
parties according to the proportion of capital supplied by each partner.
Small retailers and wholesalers were asked: if they needed money to
finance start-up capital, expansion, relocation, modernisation, working
capital or diversification, and they were offered the necessary money in
return for a share of the ownership and management of the business,
would they accept or reject the offer?
Of the 590 respondents, 473 (80%) said they would not share the
ownership of the business with the provider of equity capital, neither
at nor after establishment (Table 4.15).
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302 (76.5%) of the respondents who rejected the idea of Musharaka based
their rejection on the view that their business was established by their
own efforts and they wanted it to remain under their name only. But
they were willing to transfer the ownership of the business to their
heirs at retirement or death. This very much follows the pattern of
business most respondents had. They mostly inherited the business from
their fathers and therefore wanted the business to remain in the family.
It was clear that the family business was seen to offer both security
and power; any transfer of ownership would damage this.
93 (23.5%) of those who rejected Musharaka attributed their refusal to
the belief that the new partner would interfere in business management,
and such interference would not be acceptable.
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Table 4.16
The Respondents' Reasons for Rejectinz Musharaka
Type of
	
Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
1
	
302
	
50.6
	
76.5
	
76.5
2
	
93
	
15.6
	
23.5
	
100
0
	
202
	
33.8
	
Missing
597
	
100
	
100
where:
1. The respondents wish to keep the business under their name only.
2. The respondents fear interference of the new partner in the
management of the business.
0. No answer.
Those respondents who were prepared to accept Musharaka were asked to
indicate which of the following potential investors they would prefer to
share the ownership of the business with. These potential investors
included friends, relatives, commercial banks, Islamic banks and
national companies. Their replies are tabulated in Figure 4.17. The
highest number of the respondents (63 establishments or 35.8% of those
who answered this question) would prefer to share the ownership of the
business with friends and the lowest number (3 or 1.7%) preferred
commercial banks as business partners. This may reflect in part the
unwillingness of people in Saudi Arabia to deal with commercial banks
for religious reasons.
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63
27
3
46
37
421
1
2
3
4
5
0
10.6
4.5
0.5
7.7
6.2
70.5
35.8
15.3
1.7
26.1
21.1
Missing
35.8
51.1
52.8
78.9
100
Table 4.17
Potential Investors Preferred by the Respondents
Value	 Frequency	 Percent	 Valid	 Curn
Percent	 Percent
597
	
100
	
100
where:
1. Friend
2. Relative
3. Commercial bank
4. Islamic bank
5. National company
0. No answer
But if this is the case, why did the majority of the respondents not
choose an Islamic bank instead? Interviews revealed that Islamic banks
were not seen as a preferable alternative for finance for two main
reasons:
1.	 There is no difference perceived between Islamic and conventional
banks. Both institutions, it was believed, paid and received
interest, but using different methods and names. Bia Al Murabaha
was given as an example to support this view. Moreover, it was
believed that the transactions between Islamic and conventional
banks involve the paying and receiving of interest.
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2. Dealing with unlicensed branches of Islamic banks in Saudi Arabia
involves a high risk, which interviewees were not prepared to
take.
4.5 MUDARABA
This method of finance is consistent with Islamic teachings and is
suitable for the trade sector. It involves provision of capital by one
party and labour, enterprise and experience by the other. The first
party obtains part of the profits in return for his capital
participation, while the other gets the remaining part in return for his
supply of business capital - both physical and mental. If losses occur,
the provider of the capital incurs the loss, whilst the provider of
labour looses his time and effort.
Respondents were asked if they would accept Mudaraba. 290 (49%) of the
sample respondents (see Table 4.18) would agree to share the profits and
losses of the business according to the Mudaraba method, while 303 (51%)
would reject this formula of finance.
It must, however, be realised that the Mudaraba financing method already
exists in all trade classes, especially in cloth and construction
materials retailing. The small merchant uses it to provide the working
capital (goods and merchandise) which is needed, particularly before
Raniadan and Hajj.
Financing the business, according to the Mudaraba formula is more
convenient and flexible than any other type of external financing.
Borrowing from commercial banks requires the applicant to provide part
of the capital needed, generally in excess of 50% of the total required.
Moreover, the applicant must provide a financial statement to prove his
creditworthiness in addition to collateral or an outside guarantee.
Similarly, purchasing on credit from wholesalers requires a down-payment
of not less than 30% of the value of the purchased goods.
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Therefore, the unconditional financing method (Mudaraba) is very
attractive to the small merchant since the majority of small merchants
lack collateral or outside guarantees; they invariably have an
unreliable trade record and are generally unwilling to present financial
information to the potential investor for confidentiality reasons.
303 (51%) establishments, would refuse the Mudaraba financing method
(see Table 4.18). 107 (45%) of these attributed their refusal to the
confidentiality factor and 127 (53.3%) to the fear of interference in
the management of the business. They believed that sooner or later the
inactive partner would want to see the trading record and other related
information, especially if the profits fluctuated from year to year.
The third reason which caused four establishments in the sample to
reject the Mudaraba financing arrangement was the fear of the inactive
partner establishing a similar competitive business later on.
Table 4.19
Reasons for Rejecting the Mudaraba Financing Method
Type of
	
Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
1
	
107
	
17.9
	
45
	
45
2
	
127
	
21.3
	
53.3
	
98.3
3
	
4
	
0.7
	
1.7
	
100
0
	
359
	
60.1
	
Missing
	
597
	
100
	
100
where:
1. Confidentiality
2. Management interference
3. Fear of competition
0. No answer
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NOTES
The illegal status of some businessmen was one of the topics which
was discussed in the Third Businessmen's Conference held in Abha in
March 1987. See Caroline Montagu, Industrial Development in Saudi
Arabia, 1987, p116. Also see Al-Iktissad Wal-Aanial, Issue No 70,
Vol 7, April 1985, p51.
2 Figures presented in Table 4.5 are another way of demonstrating the
statistical findings of the field survey. The purposes of finance
are crosstabulated by the sources of finance. The purpose of
finance is displayed from columns 1 to 7 and the sources of finance
are depicted from row 1 to 6. Four entries are printed in the upper
left corner of the table, these are: Count, ROW PCT, COL PCT, TOT
PCT. The word count means frequency, or the number of small
businesses. This is represented by the first entry of each cell in
Table 4.5. For example, take the cell in the first row and fourth
column. The first entry in this cell is 178 which means that 178
concerns depended on their personal resources to finance working
capital. The second entry in the cell is the row percentage (ROW
PCT), ie, the percentage of all concerns in the row, that means out
of 195 concerns depended on their own resources to finance business-
related purposes, 178 (91.3%) used these resources to finance
working capital. The third entry in the cell is the column
percentage of all concerns in the column. This means 61.4% of the
190 concerns depended on their personal resources to finance working
capital. The fourth entry in the cell is the total percentage (TOT
PCT) which is the number of concerns in the cell as a percentage of
the total number of concerns which constitute the sample or those
who answered the question. For example, 40% of the 445 concerns
used internal funds to finance working capital.
3 Explanations used to demonstrate figures presented in Table 4.5 can
be applied to explain figures presented in Table 4.15 and 4.18.
The respondents' opinion about the Musharaka financing method are
depicted in rows 1 and 2 respectively, where row 1 expresses the
opinion of those who would accept Musharaka, and row 2 shows those
who would refuse Musharaka. The types of trade are displayed from
columns 1 to 8. As was mentioned above, the word COUNT typed on the
upper left corner of the table means frequency, or the number of
respondents who would accept or reject Musharaka. This is
represented by the first entry of each cell in the table. For
example, take the cell in the first row and first column. The first
entry in this cell is 7, which means 7 respondents who would accept
Musharaka are grocery wholesalers. Similarly, if the first entry in
the second row and first column is taken. This is 32, which means
32 respondents would reject Musharaka are also grocery wholesalers.
The second entry in each cell is the row percentage (ROW PCT), ie,
the percentage of all respondents in the row; that means that out of
117 respondents who would accept Musharaka, 7 (6%) are grocery
wholesalers, 26 (22.2%) grocery retailers, 24.8% clothing retailers
etc. The third entry in the cell is the column percentage (COL
PCT) of all respondents in the column. This means that 17.9% of the
39 grocery wholesalers who expressed their opinion about Musharaka
would accept this arrangement, while 82.1% would reject it (third
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entry in the first cell of the first column and second row). The
fourth entry in the cell is the total percentage (TOT PCT) which is
the number of respondents who answered this question in each trade
class as a percentage of the sample total number. For example, take
the first cell in the first row and column. The fourth entry in
this cell is 1.2% which means that 1.2% of the 590 respondents who
answered this question are grocery wholesalers who would accept
Musharaka.
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CHAPTER FIVE
FINANCING SMALL BUSINESSES IN THE MANUFACTURING SECTOR
This chapter follows the structure and analysis of Chapter 4
concentrating upon the statistical results of the survey (questionnaire
and interviews) of small businesses in the manufacturing sector in three
main cities: Riyadh, Jeddah and Damrnam.
5.1 FINANCING SMALL BUSINESSES AT THE ESTABLISHMENT STAGE
The finance of fixed assets at the establishment phase in the
manufacturing sector can again come front a combination of both internal
and external sources. The major sources can be categorised as follows:-
1. Relatives and friends.
2. Commercial banks.
3. Government specialised lending institutions.
4. Relatives and/or friends in return for a share in profit or loss
of the business only (inactive partner).
5. Relatives and/or friends in return for a share in profits, or loss
and management (active partner).
Respondents were asked which of these sources they relied on for start-
up capital. (See Table 5.1). 136 (68%) financed the start-up capital
from their personal resources, 11 (8%) of these, who agreed to be
interviewed, attributed this dependence to, in particular:
1. The availability of more than one source of income; during the
second period (1973-82) many Saudis generated large profits from
property speculation which enabled them to set up small factories
or workshops to produce mainly building materials in response to
the construction boom. 40 (29.4%) and 36 (26.5%) respectively of
the respondents who used this source of finance produced building
materials and iron products (Table 5.2).
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12
3
4
5
6
0
136
38
9
6
10
1
22
61.3
17.1
4.1
2.6
4.5
0.5
9.9
68.0
19.0
4.5
3.0
5.0
0.5
Missing
68
87.0
91.5
94.5
99.5
100
Table 5.1
Sources of Finance at the Establishment Stage
Type of
	
Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
222
	
100
	
100
where:
1. Personal resources only.
2. Relatives and friends.
3. Commercial banks.
4. Government specialised credit institutions.
5. Commercial banks and government credit institutions.
6. Active and inactive arrangement.
0. No answer.
2.	 Past experience in manufacturing wooden and aluminium products had
made those respondents in these sectors aware of large profits to
be attainable.	 This encouraged them to accumulate adequate
capital to start their own businesses.
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3. Factories and workshops are owned by wealthy families who are
involved in various trading, construction and industrial
activities, (for example, Al-Rajhi, Bin Laden, Al-Zamel, Halawani
brothers, etc). These families are financially capable of backing
large projects, but they chose to set up small concerns for two
main reasons.	 Firstly, to avoid the irregular deliveries of
building materials, wooden and iron products. Secondly, to
decrease the costs of production by meeting the contract
conditions on time, whilst still being competitive.
4. Small concerns which are owned by Saudis under the sponsor or
"Khafil" arrangement are not willing to borrow from external
sources; these projects are financed by their real owner(s).
Relatives and 'Friends
Relatives and friends are the second most important source of finance to
small businesses. The survey findings indicate that 38 (19.0%) of the
sample respondents relied on their relatives and friends for start-up
capital. 6 respondents out of the 38 who depended on this source of
finance attributed their dependence on relatives and friends to their
failure to secure finance from commercial banks and government lending
institutions, namely, the Saudi Industrial Development Fund and Saudi
Credit Bank. Commercial banks refused to provide them with a start-up
loan due to the lack of collateral.
Family, as a source of finance plays a significant role in Saudi Arabia
especially at the inception stage. This role emerges from Islamic
teachings and the traditions of the Saudi society; Islam encourages
Moslems to give financial and non-financial support priority to members
of the family. Meanwhile, the prospective owner-manager traditionally
has an obligation towards family members, particularly those who provide
him with capital, whether in the form of a grant or interest-free loans.
However, the dependence of small businesses on family resources to
finance start-up capital has two implications: first, it draws idle
resources from family members which otherwise cannot be drawn due to
limited investment opportunities and the unwillingness of some savers to
deal with commercial banks for religious reasons. In this sense, small
businesses can be regarded as a source of capital formation. 	 This
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provides empirical support to Staley and Morse, who view small
manufacturing units as a source of both human and capital formation in
newly industrialising countries. They observed that: "Small industry is
also capable of contributing to the formation of material capital. In
doing so, it taps source of capital which would not be tapped by large
firms or by any means other than independent entrepreneurship. These
sources include the proprietor's own funds, reinvested earnings, or
borrowing from relatives and friends. Some of these funds come from
commercial income and from land revenues of the proprietor, his family
and his friends. Some are built up by the extra hard work and the
abstinence which a personal, independent enterprise very often
motivates. Very little of the capital that goes into small industry in
newly developing countries could be mobilised through savings
institutions, or even through taxation, for investment in large-scale
industrial or other projects. Much of it is direct savings directly
invested and would not even come into existence as productIve capital
without the incentive of the independent small enterprise."
The second implication of the dependence of the entrepreneur on the
family to finance the business is related to the negative impact which
can be generated from the involvement of family in managing the business
especially if there is a generation gap. 	 This, in some cases,
determines the source and type of finance to be utilised. In some
situations, as was realised in several interviews, the old generation
are reluctant to borrow on an interest basis even if this means
foregoing the opportunity for expansion. While the new generation are
more tolerant with respect to the interest issue and they regard paying
interest from an Islamic point of view since there are no other
available alternatives.
Commercial Banks
Commercial banks are ranked fourth as a source of start-up capital. 39
(17.6%) of the respondents approached commercial banks for a start-up
loan. Only 9 (23.1%) obtained the finance they asked for while 30
(76.9%) were unsuccessful (Table 5.3).
The following reasons were advanced by those successful in obtaining
finance from commercial banks:
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- personal relationship with the bank manager.
- ability to provide sufficient security.
- ability to provide the financial information required.
Table 5.3
Respondents Who Sought P,anks' Finance
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
9
	
4.1
	
23.1
	
23.1
2
	
30
	
13.5
	
76.9
	
100
0
	
183
	
82.4
	
Missing
222
	
100
	
100
1. Successful respondents
2. Unsuccessful respondents
0. No answer
77.8% of the successful respondents attributed their success in securing
finance to their personal relationship with the bank manager, (see Table
5.4). For small businesses it is essential to develop such a
relationship in Saudi Arabia, and perhaps in all developing countries;
small businesses are unable to provide either collateral, a feasibility
study or financial accounts, which are essential for evaluating the
credit-worthiness of the applicant and the viability of the project
(this point will be discussed in more detail in Chapters 6 and 7).
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Table 5.4
Reasons for Success in Obtaining Banks' Finance
Type of
	
Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
1
	
7
	
3.2
	
77.8
	
77.8
2
	
1
	
0.5
	
11.1
	
88.9
3
	
1
	
0.5
	
11.1
	
100
0
	
213
	
95.8
	
Missing
	
222
	
100
	
100
1. Personal relationship with the bank manager.
2. Ability to provide sufficient security.
3. Ability to provide the required financial information.
0. No answer.
Table 5.5
Reasons for Failure to Obtain Banks' Finance
Type of
	
Frequency	 Percent
	
Valid	 Cum
Respondent	 Percent	 Percent
1
	
28
	
12.6
	
93.3
	
93.3
2
	
2
	
0.9
	
6.7
	
100
0
	
192
	
86.5	 Missing
	
222
	
100
	
100
1. The inability to provide sufficient security.
2. The inability to provide financial information.
0. No answer.
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The vast majority of respondents who applied for bank finance failed to
get it. This was either due to the inability to provide sufficient
security or the inability to provide financial information.
28 (93.3%) of the unsuccessful respondents attributed their failure to
their inability to provide collateral; 2 (6.7%) attributed it to their
inability to provide financial information, (see Table 5.5). This
statistical result confirms hypotheses No 4.2.
It must, however, be noted that the majority of small industrialists
(183, (82.4%) factory and workshops) did not approach commercial banks
seeking start-up finance. Interviews revealed that the reasons for this
were similar to those outlined in Chapter 4 (page 110).
Government Specialised Lending Institutions
The main reason why two samples were taken from the manufacturing
population was because small concerns which cannot obtain an industrial
licence from the MIE are unable to get start-up finance from the SIDF;
nevertheless they can, if they meet lending conditions, obtain a loan
from the SCB.
Against this background, the respondents were asked if they had obtained
start-up finance from one of the specialised government institutions.
Tables 5.1 and 5.2 show that 10, (5%) obtained long-term finance from
the SIDF or SCB. The crosstabulation of sources of finance by type of
industry shows that 4 (40%) of the respondents who depended to some
extent on this source for start-up capital produce wooden products, 3
(30%) produce chemical products and 3 (30%) produce iron products.
Clearly these figures must be interpreted with some caution; it is also
apparent from the table that none of the respondents operating in the
building material sector, aluminium and other industries had obtained a
start-up loan from the government lending institutions.
This can be explained by:-
1.	 The MIE having issued a list of industries that are not allowed to
obtain a licence due to the self-sufficiency of the Kingdom in
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these industries' products. This list includes building material
products.
2. The Saudi Credit Bank providing start-up capital exclusively to
those Saudi nationals who hold a certificate from a technical or
vocational institute. This condition prevents the majority of
small concerns from obtaining a start-up loan.
3. Both the SIDF and SCB require applicants to supply security or
outside guarantees via a 'solvent' person.
5.2 FINANCING SMALL INDUSTRIALISTS AFTER ESTABLISHMENT
After the establishment of the business, the small concern goes through
various stages of development in response to changing market conditions.
Thus the concern may, for example, have to add more capacity.
Competition amongst producers might force small concerns to diversify
their production, the municipalities' expansion projects may force some
concerns to relocate their businesses in other areas, or the shortage of
raw materials in the domestic market may necessitate imports.
Therefore, expansion, diversification, relocation, importing raw
materials, modernisation, etc, may require more capital, either
internally or externally resourced.
The small concern can finance its operations internally through the
following channels:
1. Retained profits or/and
2. Provision of new capital by the owner(s) resources.
There are many factors which determine the ability of a small concern to
plough back some of its profits into the business. These are the level
of profits, owner motivation and long-term objectives, the general
economic climate, government policy with respect to taxes, subsidies and
other rules which might affect the size of earnings and the role of
small concerns in the industry in which it is operating.
It is useful to discuss these factors in the light of the statistical
findings presented in Table 5.6. 52 (26%) of the survey's sample keep a
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26.1
100
proportion of their profits as a reserve, while 147 (74%) failed to do
so. This finding supports hypothesis No 5.5. The successful
respondents were asked to determine whether the retained proportion is
more or less than 50% of the net profits. 24 (9.6%) said that it was
less than 50% whilst 197 (88.7%) refused to answer this question;
arguably they regarded such information as high confidential.
Due to the business boom which took place during the second period, all
businesses including those operating in the industrial sector,
maintained very high profits regardless of the state of their
management. This buoyant business environment gave some of the forward-
looking concerns a chance to reinvest part of their profits in the
business, but other concerns still took most of the profits out of the
business. This reflects their long-term view of the general economic
conditions, on one hand, and their motivation and attitude towards
growth and business size on the other. This is discussed in more detail
in Chapter 6.
Type of
Respondent
1
2
0
Table 5.6
Proportion of Profits as a Reserve
Frequency	 Percent	 Valid
Percent
	
52
	
23.4
	
26.1
	
147
	
66.2
	
73.9
	
23
	
10.4	 Missing
	
222
	
100
	
100
Cum
Percent
where:
1. Keep a proportion of profits as a reserve.
2. Do not keep a proportion of profits as a reserve.
0. No answer.
149
Table 5.7
Proportion of Profits Retained in the Business
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
24
	
10.8
	
9.6
	
9.6
2
	
1
	
0.5
	
4.0
	
100
0
	
197
	
88.7
	
Missing
	
222
	
100
	
100
where:
1. Less than 50% of the profit is retained in the business.
2. More than 50% of the profit is retained in the business.
3. No answer.
However, to identify the main reasons which enabled some concerns to
reinvest part of their profits in the business while others failed to do
so. 4 (16%) of the respondents who answered this question agreed to be
interviewed. Two main reasons emerged for the desire to retain profits.
Past experience (before the second period) when profits had not been
healthy, had encouraged them to retain profits for use should such a
period return; secondly their experiences in not being able to find
external finance had also been significant.
Some small concerns' owners established their businesses some 20 or 30
years ago. Typically they practice their craft with perhaps one or two
workers helping them. This early class of Saudi professional was found
in various types of manufacturing, particularly in carpentry, tailoring,
blacksmithing and construction. They are highly qualified, usually
anxious to develop their businesses, but their ambitions have normally
been constrained by their limited finance. The substantial earnings
generated during the second period enabled many of them to fulfil
ambitions of establishing a factory or workshop equipped with relatively
advanced machinery, modern delivery vehicles and frequently expanding
the area of the workshop to include a small warehouse and rooms for
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workers. Their abnormal earnings encouraged them to reinvest part of
their profits in the business.
On the other hand, some respondents pointed out that opportunities had
been lost in the past to gain a contract or sub-contract due to the lack
of financial resources and the inability to secure external funds. The
retention of part of the profits in the form of a reserve would
strengthen their financial position and encourage potential lenders to
provide them with financial facilities to enable them to win these
contracts or sub-contracts in future. For others profit retention was
seen as a means of adding to other sources of personal income.
Second: Respondents who Failed to Retain Profits
As shown in Table 5.6, 147 concerns or 74% of the sample did not retain
part of their profits in the business. This somewhat surprising result
was explored more fully through interviews. The overwhelming conclusion
of these interviews was that businesses were unable or unwilling to
retain earnings either because they had no desire for the business to
grow, or were grossly ill-informed about formal sources of external
finance. Clearly, many owners were content with current earning levels
and were reluctant to encourage expansion or diversification because of
the additional time and effort required; this was particularly true of
those who were also government employees who ran more than one project.
On the other hand, lack of information about the assistance available
for small concerns discouraged many from retaining part of their
earnings in the business since they believed that this finance alone
would be inadequate to contemplate expansion, relocation and
diversification.
The existence of a sponsor or 'Kafil' is another factor which
discourages the business owner from attempting to expand his business
through the retention of profits. Under this type of arrangement the
foreign owner(s) may have a limited trust in the Saudi 'Kaf ii' which
discourages him from reinvesting in the business; clearly there is a
risk involved in that the Kafil take over the business since legally all
financial and tangible assets belong to him.
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Commercial Banks
The need of small businesses for medium and long-term loans is not only
confined to the inception stage, but also extends throughout the life
cycle of the business.
Commercial banks (Table 5.8) concentrate on short-term lending, where 37
(75.5%) and 11 (22.4%) respectively of successful respondents obtained
financial facilities to finance working capital and imports. Whilst
only one concern was able to obtain a long-term loan for expansion, and
no factory or workshop succeeded in securing finance for such purposes
as relocation and diversification.
55 (53%) of the respondents who applied for bank finance were rejected
(Table 5.9). As to why they were unsuccessful 34 (91.9%) attributed
their failure to secure finance from banks to their inability to provide
security, and 3 (8.1%) to their inability to provide necessary financial
information.
As to those who had been successful in obtaining bank finance, 29
(78.4%) attributed their success to their personal relationship with the
bank manager, 5 (13.5%) to their ability to provide collateral and 3
(8.1%) to their provision of the necessary financial information.
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Table 5.9
Respondents Approached Commercial Banks Seeking Finance
Type of
	
Frequency	 Percent
	
Valid	 Cum
Respondent	 Percent	 Percent
1
	
55
	
25
	
53
	
53
2
	
49
	
22
	
47
	
100
0
	
118
	
53
	
Missing
	
222
	
100
	
100
where:
1. Respondents who succeeded in securing bank finance.
2. Respondents who failed in securing bank finance.
0. No answer.
Table 5.10
Reasons for Failure to Obtain Banks' Finance
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
34
	
15.3
	
91.9
	
91.9
2
	
3
	
1.4
	
8.1
	
100
0
	
185
	
83.3
	
Missing
	
222
	
100
	
100
where:
1. The inability to provide adequate security.
2. The inability to provide necessary financing information.
0. No answer.
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Table 5.11
Reasons for Success in Obtaining Bank Finance
Type of
	
Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
1
	
29
	
13
	
78.4
	
78.4
2
	
5
	
2.3
	
13.5
	
91.9
3
	
3
	
1.4
	
8.1
	
100
0
	
185
	
83.3
	
Missing
222
	
100
	
100
where:
1. Personal relationship with the bank manager.
2. Ability to provide collateral.
3. Ability to provide necessary financial information.
0. No answer.
The preceding statistical results suggest that the criteria applied by
commercial banks in evaluating requests for finance are based mainly on
the ability of the applicant to provide collateral and on the personal
relationship of the applicant with the bank manager rather than on the
economic viability of the project itself and its ability to generate
cashflow to cover repayments.
Bankers in the Kingdom argue that their emphasis on the provision of
collateral is justified on two grounds. Firstly, the majority of the
applicants are either unwilling or unable to provide the financial
information necessary for evaluating their projects. Secondly, the
quality of the data provided is poor and hence unreliable.
The negative attitude of commercial banks with regard to the provision
of medium and long-term credit to small concerns, forced 111 (56.3%) of
the sample respondents to borrow money from several sources
simultaneously. Table 5.13 shows, for example, that 31 (27.9%) of the
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respondents obtained credit from more than one source to finance
diversification.
The importance of financing diversification emerges from the frequent
changes in market requirements as a result of rapid changes in consumers
taste. Relocation is another business-related purpose which requires
medium and long-term finance. The need to finance relocation often
comes about because of the Government's discriminatory policy against
factories and workshops whose invested capital is less than one million
riyals.
Table 5.12
Obtaining a Loan From More Than One Source by the Size of Capital
Size of Capital	 More Than One Source of Cap ital	 Row Total
Yes	 No
Less than 1 million	 65	 57
	
122
(53.3%)	 (46.7%)	 (100%)
Between 1 and 5 million	 46	 29
	
75
(61.3%)	 (38.7%)	 (100%)
Column Total
	
111	 86
	
197
(56.3%)	 (43.7%)	 (100%)
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Table 5.13
Obtaining a Loan from more than One Source by Pur pose of Loan
Frequency	 Percentage
Expansion	 21
	
18.9
Relocation	 5	 4.5
Modernisation	 2	 1.8
Working Capital
	
21
	
18.9
Import Finance	 10
	
9.0
Paying Past Debt	 8
	
7.2
Not Specified
	
13
	
11.8
Diversification	 31
	
27.9
Total
	
ill
	
100
These factories are not able to obtain industrial licences from the MIE
and do not, therefore, enjoy the facilities provided by the Government
on industrial estates. These facilities include renting land adequate
for the establishment of the project at a nominal rental of 8
Halala/square meter; moreover, subsidised utilities such as electricity,
water and gas are restricted to those projects on industrial estates.
Therefore, exclusion of workshops and factories of the first sample from
these privileges and the continuous pressure exerted by local
municipalities on these workshops to evacuate their premises, justify
the necessity of financing relocation. Renting or buying a piece of
land to construct a new workshop or factory in a similar location
requires a relatively large amount of funding, which in most cases
cannot be secured internally. External sources of finance are not
usually interested in providing finance for such purposes. Hence, 5
(5.4%) of the respondents obtained funds from more than one source to
finance relocation.
Working capital is another area where 21 (18.9%) of the respondents
failed to obtain finance internally or depended on only one source for
their finance. This result is striking, since working capital usually
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requires a relatively small amount of finance and is offered for weeks
or a few months (normally less than three months). These respondents
attributed their dependence on more than one source to finance working
capital to the tight lending policy adopted by commercial banks and
suppliers after 1982. It was not difficult to obtain overdraft
facilities from commercial banks during 1973-82; banks rarely asked
their clients to provide information concerning their financial
position; borrowers managed during this period to meet their financial
commitments towards banks on maturity. These easier financial
transactions were a result of a host of factors, perhaps the most
important of which was the rapid increase in government expenditure.
This increased government spending facilitated the flow of funds among
the business sector, but as government spending slowed down many
businesses were unable to meet their financial obligations.
However, borrowing from more than one source to finance one purpose
increases generally the cost of borrowing which affects the ability of
small concerns to compete effectively with large concerns and foreign
products. Moreover, it forces the borrower to provide inaccurate
information, because some creditors are not inclined to lend money to
someone who is already borrowing from other sources because of the
additional risk involved. However, the absence of co-operation between
commercial banks on one side and commercial banks and SAMA on the other,
has contributed to a large extent to the existence of multiple
borrowing. Measures to overcome this problem are considered in Chapter
8.
Relatives and Friends
Relatives and friends are ranked third as a source of external finance
for small manufacturing concerns. 26 (11.9%) of the respondents relied
on this source to finance expansion, relocation, diversification, and to
pay past debt, while 132 (60.6%) and 49 (22.5%) depended on internal
sources and commercial banks respectively.
The percentage distribution of respondents who borrowed from relatives
and friends is illustrated in Table 5.8 where 3 (11.5%) obtained loans
to finance expansion, 4 (15.4%) for relocation, 6 (23.1%) for
diversification, 12 (46.2%) for working capital and 1 (3.8%) to pay past
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debt. Purposes such as expansion, relocation and diversification
require medium and long-term loans, and it seems (from Table 5.8) that
these concerns were not able to finance projects internally. (This is
shown by the first three empty cells in the first row of the table.)
Neither were they able to obtain credit from commercial banks (as is
shown by the first two empty cells in the third row). This can be
attributed to one or more of the following:
1. The unwillingness of banks to provide medium and long-term credit.
2. The inability of the applicants to provide collateral or necessary
financial information.
3. The lack of a personal relationship between the respondents and
the bank manager.
As a result 26 (11.9%) of the sample relied on their relatives and
friends to finance expansion, diversification and relocation.	 This
stemmed from:
1. The inability of those concerns to finance these purposes
internally.
2. The refusal of commercial banks to provide medium and long-term
loans required for financing such purposes.
3. The limitation of government financing on start-up capital.
Inactive Partners
The tendency towards accepting inactive partners increased during the
third period (1982-87). This fact came to light during a series of
interviews conducted with many owners of small businesses during the
pilot survey. Item No 6 was added to Question No 23 to determine the
percentage of small businesses who carried out some business-related
activity through the inactive partnership arrangement, as a source of
external finance.
It was found that 6 (2.8%) of the sample had received funds from friends
and relatives to finance expansion, diversification and working capital
in return for sharing the ownership of the factory or just sharing the
profits or losses of certain transactions. This is likely to be an
underestimate of the true number who utilised this source of finance
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because many receivers and providers of funds prefer to keep such an
arrangement confidential.
However, , there are many reasons which persuaded some respondents and
compelled others, to finance their businesses through inactive
partnerships. These include unwillingness to borrow from commercial
banks for religious reasons; the inability to borrow from commercial
banks because of lack of security; the inability to finance these
operations internally either because they require a relatively large
amount of capital, or because the reinvesting of profits into the
business was not considered by the owners; and the tight lending policy
adopted by suppliers and wholesalers with regard to trade credit.
5.3 TRADE CREDIT
The necessity for trade credit arises from the existence of a time lag
between the purchasing of raw materials and receiving the cash value of
the goods. There were few problems in obtaining trade credit in the
second period. Small concerns which produce building materials
products, for instance, found no difficulty in securing trade credit
from suppliers and wholesalers. The owners of small factories and
workshops normally paid 20% to 30% of the value of the raw materials and
the balance was paid within an agreed period, usually not more than one
month. Wholesalers did not require any guarantee or collateral, despite
the fact that most of their customers during this period were newly
established. Two main factors encouraged the wholesalers to provide
their customers with trade credit: firstly, the buoyant economic
conditions; these were characterised by highly increased demand for all
industrial products in general and building materials in particular.
Secondly, the establishment of the government specialised credit funds
which gave the wholesalers more confidence in the ability of their
customers to pay their debt. The clients of small factories and
workshops for instance, were granted interest-free loans from the Real
Estate Development Fund (REDF) to build houses. The client obtained the
first instalment, equal to 20% of the value of the loan or SR 60,000.
He then paid the factory or workshop about 20% or 30% of the cost of
manufacturing the building requirements such as doors, windows, kitchen
cabinets, etc and the balance was paid either upon delivery, or on an
agreed date after installation of the units.
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Therefore, the establishment of the REDF encouraged small concerns to
extend credit to their customers and the small concerns in turn, were
able to secure credit from wholesalers because the latter were aware of
the flow of funds from the REDF to the borrowers, and from the borrowers
to the factories and workshops.
Accordingly, the inability of any member of the cycle to fulfil his
financial commitment would affect the flow of funds to the next member,
and this in turn might jeopardise the small concerns if the next member
in the chain was the only source of finance available to them.
However, figures presented in Table 5.14 show that 218 (100%) of the
survey's participants purchase raw materials on credit. This confirms
hypothesis No 4.5 which states that "the majority of small concerns
depend heavily on the credit advanced to them by the suppliers, in
financing the purchase of raw materials".
It was also shown that 60% of the small businesses in our sample
purchase raw materials on credit "always", 39% "sometimes", and only 1%
"rarely". Moreover Table 5.15 indicates that 121 (55.5%) of the
respondents sell their products on credit "always", 92 (42.2%)
"sometimes" and 5 (2.3%) "rarely".
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Table 5.14
Ways of Purchasing Raw Materials
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
131
	
59
	
60
	
60
2
	
85
	
38.3
	
39
	
99
3
	
2
	
0.9
	
1.0
	
100
0
	
4
	
1.8
	
Missing
	
222
	
100
	
100
where:
1. Purchasing the raw materials on credit "always".
2. Purchasing the raw materials on credit "sometimes".
3 Purchasing the raw materials on credit "rarely".
0. No answer.
Table 5.15
Ways of Selling the Final Products
Type of
	
Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
1
	
121
	
54.5
	
55.5
	
55.5
2
	
92
	
41.4
	
42.2
	
97.7
3
	
5
	
2.3
	
2.3
	
100
0
	
4
	
1.8	 Missing
	
222
	
100
	
100
where:
1. Selling the final products on credit "always".
2. Selling the final products on credit "sometimes".
3. Selling the final products on credit "rarely".
0. No answer.
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Islamic Financing Methods
5.4 EQUITY CAPITAL PARTICIPATION (MUSHARAKA)
The objective of question No 45 on the questionnaire was to discover the
opinion of the owners of small factories and workshops concerning the
Islamic financing method of Musharaka. It was apparent that some
investors offered small businesses the necessary finance in return for a
share in the ownership of the business, if the concern was just being
established, or a share in the profit or loss of a certain transaction,
if the concern was already established. When respondents had rejected
the possibility of Musharaka, they were asked to specify their reasons
of this rejection. 176 (83.4%) (see Table 5.16) of the respondents who
answered this question rejected shared ownership of the business with
the capital provider, while 35 (16.6%) would have been prepared to
accept Musharaka.
Therefore this is consistent with hypothesis No 6.1 which says that "the
majority of small concerns would not accept sharing the ownership of the
concern in return for provision of equity capital".
Three reasons in particular persuaded 35 (16.6%) of the respondents to
accept the Musharaka financing method. Firstly: businesses often lack
the technical and managerial experience necessary for carrying out the
production process efficiently. This has exposed them to exploitation
by wholesalers, employees and customers.
For example, the owner of a carpentry workshop said that he had been
misled many times by his employees because he did not know, for
instance, how long it took to manufacture a certain size of door or
window; neither did he know which type of wood was suitable for the
Kingdom's climate. His lack of knowledge was reflected in the
increasingly unsold stock. Therefore, this type of respondent would
prefer to share the ownership of the business with someone who
possesses, in addition to capital, the necessary technical and
managerial skills to operate effectively.
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Secondly, 3 (9%) of the respondents of this group were not only willing
but also actively looking for partners who agreed to finance their
businesses under any arrangement because they were passing through
severe financial difficulties. This difficulty was reflected by unsold
stock and the inability to obtain finance from both formal and informal
sources. Thirdly, 3 (9%) of the respondents in this group realised the
necessity of diversifying their products in order to meet chancing
demands and thus be more competitive and were therefore prepared to
consider Musharaka. For example, a small concern which manufactures
traditional aluminium products, such as doors and windows, found it
essential to diversify its products to include kitchen cabinets,
building facades and decorations. Another factory which produces two or
three sizes of marble, wanted to be financially able to produce various
types and sizes which would serve many more purposes. Both expressed an
interest, as a consequence, in Islamic finance.
Reasons for Relectinz Musharaka
176 (83.4%) of the respondents who answered this question rejected the
Musharaka financing method. 133 (89.3%) attributed their rejection to
their desire to remain sole owners of the business and also their desire
to be able to pass on the business to their heirs. 16 (10.7%) of those
who rejected Musharaka based their refusal on the belief that the new
partner would interfere too much in the management of the concern.
Though 27 (15.3%) of the respondents did not specify reasons for
rejecting Musharaka it seems that some of them might be what has been
termed "kafil" or sponsor. Under this illegal arrangement the kaf ii
cannot enter into a Musharaka agreement for two main reasons. Firstly,
it is not the kafil's responsibility to raise money for the concern
because he is not the real owner of the business and therefore is only
concerned about the monthly amount paid to him by the real owner.
Secondly, the kafil is afraid to enter into any agreement which might
reveal his illegal status.
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Table 5.17
The Respondents' Reasons for Rejecting the Musharaka
Type of
	
Frequency	 Percent
	
Valid	 Gum
Respondent	 Percent	 Percent
1
	
133
	
59.9
	
89.3
	
89.3
2
	
16
	
7.2
	
10.7
	
100
3
	
73
	
32.9	 Missing
	
222
	
100
	
100
where:
1. The respondents wish to keep the business in their name only.
2. The respondents fear the new partner would interfere in the
management of the business.
3. No answer.
Entrepreneurs who would accept Musharaka were asked to determine which
of the potential investors stated in Question No 45 would they prefer to
share ownership of the business with. Their answers are presented in
Table 5.18. The highest number of respondents (46 (36%)) would prefer
to share ownership of the business with relatives and friends. This can
be attributed to two main reasons. First, dealing with relatives and
friends is characterised by simplicity and informality which suits the
majority of small entrepreneurs who lack adequate and reliable financial
records or business plans. Second, the majority of small concerns in
Saudi Arabia are family businesses. This acts as a barrier against
outside equity, ie, if the entrepreneur needs start-up or growth
capital, the family members will not allow him to raise equity capital
from outside the family unless they cannot secure the required amount.
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Table 5.18
Potential Investors Preferred by the Respondents
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
29
	
13.1
	
22.7
	
22.7
2
	
17
	
7.7
	
13.3	 36
3
	
17
	
7.7
	
13.3
	
49.3
4
	
39
	
17.6
	
30.4
	
79.7
5
	
26
	
11.6
	
20.3
	
100
0
	
94
	
42.3
	
Missing
	
222
	
100
	
100
where:
1. Friends
2. Relatives
3. Commercial banks
4. Islamic banks
5. National company
0. No answer
On the other hand, the lowest number of respondents (17 (13.3%)) would
prefer to share ownership of the business with commercial banks. This
can be attributed to the unwillingness of the majority of respondents to
deal with commercial banks for religious reasons. But again, this
result must be interpreted with some caution because the majority of
respondents did not in any case choose Islamic banks as a first
priority.
5.5 MUDARABA
Although the majority of Islamic jurists confine the application of
Mudaraba to trade activities which are characterised by self-
liquidation, this does not rule out the possibility of new formulas
emerging which are consistent with both the Islamic code and modern
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needs of small business financing. 2 The traditional formula of Mudaraba
(mentioned in Chapter 4) lies on the willingness of one party to provide
capital whilst the other provides labour and experience. Profits
generated from the partnership are divided between these two parties
according to a predetermined percentage. If losses occur, the provider
of the capital alone incurs them, whilst the provider of labour and
experience loses his efforts only.
As is shown in Table 5.19, the majority of small industrialists (127
(77.9%)) would refuse Mudaraba financing arrangements. 61 (66.3) of
these attributed their refusal to the fear of future competition, ie,
the entrepreneur (mudareb) believes that after the business is well
established by his efforts only, the investor might request to end the
partnership and recruit someone else to run the business on a salary
basis or entrust the responsibility of managing the business to a
relative or friend. In such cases the entrepreneur expects to be unable
to set up a similar project due to the lack of adequate capital or the
size of the market. As a result these entrepreneurs are reluctant to
establish or expand the business on a Mudaraba basis and rather prefer
to set up the business on a Musharaka basis, which gives them a more
powerful position in the business since they own part of the fixed
capital. On the other hand, 28 (30.4%) of those who rejected Mudaraba
financing method attributed their refusal to the fear of investor
interference in the management of the business. This might take various
forms including:
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Table 5.20
Reasons for Rejecting the Mudaraba Financing Method
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
3
	
1.4
	
3.3
	
3.3
2
	
28
	
12.5
	 30.4
	
33.7
3
	
61
	
27.5
	
66.3
	
100
0
	
130
	
58.6
	
Missing
222
	
100
	
100
1. Confidentiality
2. Management interference
3. Fear of competition
0. No answer
Interference in the way of selling the final products and purchasing
raw materials; this justification for rejecting Mudaraba was
presented to the author by 3 (11%) of respondents. They expected
that the investor (the provider of the capital), especially if he
belongs to the older generation, would refuse to allow the
entrepreneur (mudareb) to grant his customers trade credit on a
higher price basis or purchase raw materials on credit if this means
paying higher prices. This form of transaction, according to some
investors, involves usury since there is no difference, as it is
perceived by them, between receiving or paying an extra amount for
selling or purchasing on credit, and borrowing from commercial banks
on the interest basis to purchase raw materials at regular prices.
Interference in relocating the business; this was expressed by two
interviewees, who were managers of workshops specialising in making
iron and wooden products. Later they established their own business
after continuous interference from the owners in managing the
business. They failed to convince the owner that businesses which
produce high quality and hence expensive products cannot survive in
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an area where the overwhelming majority of its inhabitants are low
income people. Therefore, in such cases, relocating the business or
changing the quality of products becomes inevitable for the success
of the business.
Interference in choosing employees; this stems particularly from
small businesses in Saudi Arabia being family concerns. Usually the
owner of the business feels obliged to assist his relatives and
friends in providing jobs in the factory or workshop. This is not
acceptable to the entrepreneur who prefers to recruit qualified
employees and separate the social relationship from work obligations.
Interference in the techniques of marketing the products; some
investors are reluctant to allow the entrepreneur to advertise their
products. This is due either to their belief that advertisements
contradict Islamic principles because they mislead the public by
describing the commodity with specifications which in most cases do
not apply, or they consider spending on advertising is just a waste
of resources.
Empirical findings presented in this and previous chapters concerning
equity financing methods reveal that the refusal of the majority of
entrepreneurs to accept Musharaka and Mudaraba financing arrangements is
largely due to psychological factors, characteristics of small
businesses, motivation and educational background of the entrepreneur.
These factors are discussed in the next chapter.
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NOTES
Figures presented in Table 5.2 are just another way of presenting
empirical findings tabulated in Table 5.1. The sources of finance
are displayed from row one to six, and the type of industry is
depicted from columns one to six. Four entries are typed on the
upper left corner of the table. These are: COUNT, ROW PCT, COL PCT
and TOT PCT. The word COUNT means the frequency, and in this case,
the number of small industrialists. This is represented by the
first entry of each cell in the table. For example, take the first
cell in the first row and column. The first entry in this cell is
40 which means that 40 small industrialists (workshop or factory)
producing building materials finance their business at inception by
their personal resources only. The second entry in the cell is the
row percentage (ROW PCT), ie, the percentage of all industrialists
in the row who depended on their personal resources to finance the
business. This means that of the 141 entrepreneurs who relied on
this source, 28.% produced building materials. The third entry in
the cell is the column percentage of all entrepreneurs in the column
(COL PCT). This means 72.7% of the 141 factories and workshops
producing building materials finance their business through their
savings. The fourth entry in the cell is the total percentage (TOT
PCT) which is the number of entrepreneurs who constitute the sample,
ie, 19.5% of the 205 entrepreneurs relied on their personal
resources to finance start-up capital. The empty cells in the table
indicate that none of the entrepreneurs operate in such industries
used that source of finance. For example, the first cell in the
fifth row and first column.
The same explanation can be applied to explain figures presented in
Tables 5.8, 5.16 and 5.19.
2 Homoud, Sami, Evolution of Banking O perations in Compliance with
Sharia, (in Arabic), Amman, Dar A1-Fikr, 1982. Also see Kabbara, A
H, "Islamic Banking, A Case Study of Kuwait", Doctorate
Dissertation, Loughborough University of Technology, 1988.
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CHAPTER SIX
THE WEAKNESSES OF SMALL BUSINESSES IN
BOTH MANUFACTURING AND TRADE SECTORS
The preceding two chapters provide a positive answer to the first
question of this research, ie, whether a small business financing gap
exists in Saudi Arabia or not. It is also found that this gap stretches
across short, medium and long-term loans. However, specialists in the
field of small business in both developed and developing countries,
including bankers in Saudi Arabia, argue that the small business
financing gap is attributable to the inadequacies of entrepreneurs
rather than to inadequate supply of capital.' This chapter aims to
identify the extent to which poor management practice maintained by
small business entrepreneurs contributes to creating or enlarging the
gap and hence impeding the access of small businesses to institutional
financial facilities. Clearly if the gap is largely attributed to the
entrepreneurs' lack of managerial skills, then the provision of adequate
finance aimed at closing the finance gap will not be forthcoming unless
it is provided in conjunction with other services aimed at improving
managerial skill and productivity.
6.1 MANAGEMENT
It is postulated that the qualified entrepreneur who has an adequate
educational background, experience and knowledge of the product and the
market has better access to the institutional financial facilities than
those who lack such qualifications. This is due to his ability to apply
modern techniques in management and marketing which enables him to
present his case for finance in a way which convinces the financial
institution of the economic viability of the project and of the
creditworthiness of the applicant. Accordingly, to what extent is this
postulation satisfied by small business entrepreneurs in Saudi Arabia?
To test this question empirically, the author used indicators of
management sophistication. These included management style, level of
education, experience, and availability or adequacy of financial
information as well as the existence of a business plan or feasibility
study.
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A business plan or feasibility study provides the prospective lender
with the essential information about the educational and management
quality of the applicant, the industry in which he is seeking to
operate, types of products to be marketed, technology to be utilised,
types of finance he is willing to obtain, etc. It also assists the
entrepreneur to control and monitor the business and its performance and
trends. Therefore, without a business plan the prospective investor
will not be able to assess the ability of the project to succeed. The
survey revealed that 81% and 95.9% of small industrialists and merchants
respectively in Saudi Arabia, did not base the establishment of their
projects on feasibility studies (Tables 6.1 and 6.2). 21.6% of the
industrialists attributed this to a lack of information, 5.7% to the
smallness of the project and 38.1% to government regulations which do
not require them to provide such studies or plans.
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Table 6.1
Business Plan. "Trade Sector"
Type of
	
Frequency	 Percent
	
Valid	 Gum
Respondent	 Percent	 Percent
1
	
402
	
67.4
	
95.9
	
95.9
2
	
17
	
2.8
	
4.1
	
100
0
	
178
	
29.8
	
Missing
	
597
	
100
	
100
Table 6.2
Feasibility Study. "Manufacturing Sector"
Type of	 Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1	 176	 79.2	 81.1	 81.1
2	 41	 18.5	 18.9	 100
0	 5	 2.3	 Missing
	
222	 100	 100
1. Respondents who do not establish their projects on the basis of a
feasibility study.
2. Respondents who establish their projects on the basis of a
feasibility study.
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These empirical findings reflect the lack of forward planning amongst
small businesses at the inception stage. After establishment, the
current financial position and forward planning depends, however, on the
availability, adequacy and reliability of the financial information and
accounting records. Bates and Hally stated that available accounting
records provide the entrepreneur with the following information about
his current financial position:
"(a) What he is worth (ie, the difference between what he owns - his
assets, and what he owes - his liabilities);
(b) Whether he is solvent (ie, whether he can meet his short-term
liabilities from his readily realisable assets);
(c) Whether he has been making profit (ie, the difference between his
costs and the revenue acquired from his sales);
(d) What he has been doing with the profit (ie, how much he has been
putting by to maintain his assets, how much for the tax man, how
much for the owners of the business, and how much for growth and
security);
(e) How his money has been raised and used (ie, the cash flows in the
business)
These types of information can only be obtained if the entrepreneur
maintains historical accounting records such as a balance sheet, profit
and loss statement and income statement. These accounts can be forecast
within a master budget which tends to estimate the annual sales,
purchases of stock or raw materials, volume of production, cashflow,
profits, Zakat (religious tax) and overall business environment. The
importance of financial planning and budgeting for small businesses was
expressed by Burns and Dewhurst: "In today's rapidly changing
environment small businesses are crucially vulnerable. They themselves
can do little to influence that environment but must react quickly to or
even anticipate, changes in it if they are to survive, never mind
prosper. This is why policy and planning are so important."3
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In this respect, do small industrialists and merchants in Saudi Arabia
maintain historical and forecast accounting records which are essential
for identifying the present financial position and controlling and
monitoring the performance of the business in the long term? The survey
findings showed that 67.8% and 75.1% of the respondents in the
manufacturing and trade sectors respectively did not keep bank, sales,
purchases, cash and payroll records (Tables 6.3 and 6.4). In addition
to the absence of this data, 69.1% and 47.4% of industrialists and
merchants respectively, reported that they did not keep an independent
bank account under the name of the establishment (Tables 6.5 and 6.6).
Moreover, it is also shown that 96 (83.5%) and 271 (91.6%) of the small
industrialists and merchants did not prepare annual budgets (Tables 6.7
and 6.8).
It is clear that in the absence of this information it becomes
impossible for the financial institutions to apply management or project
evaluation methods to assess the creditworthiness of the applicant and
the ability of the project to generate sufficient cash flow to repay the
debt.
One reason for the absence of accounting records in small businesses is
the entrepreneur's lack of understanding of the role of accounting in
decision-making and in obtaining institutional credit. This was
observed in several interviews with both industrialists and merchants.
Even those entrepreneurs who belong to the first manufacturing sample
(invested capital ranges between one and five million riyal and
employing between 10 and 30 persons) are reluctant to recruit a
qualified accountant or have their accounts audited by an accounting
office. This can be attributed to many factors including: First, small
businesses in Saudi Arabia are not required to file accounting
statements.	 Second, the inability and/or unwillingness to employ a
qualified accountant for financial and secrecy reasons. Third,
commercial banks' lack of confidence in some accounting and auditing
firms discourage them from requiring or emphasising accounting
statements.
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Table 6.3
Financial Records. "Trade Sector"
Type of
	
Frequency	 Percent	 Valid	 Cuni
Respondent	 Percent	 Percent
1
	
91
	
15.2
	
24.9
	
24.9
2
	
275
	
46.1
	
75.1
	
100
0
	
231
	
38.7
	
Missing
	
597
	
100
	
100
Table 6.4
Financial Records. "Manufacturing Sector"
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
39
	
17.6
	
32.2
	
32.2
2
	
82
	
36.9
	
67.8
	
100
0
	
101
	
45.5
	
Missing
	
222
	
100
	
100
1. Respondents who keep financial records.
2. Respondents who do not keep financial records.
0. No answer.
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Table 6.5
Bank Account Under the Name of the Factor y . "Manufacturing Sector"
Type of
	
Frequency	 Percent
	
Valid	 Cuni
Respondent	 Percent	 Percent
1
	
150
	
67.6
	
69.1
	
69.1
2
	
67
	
30.2
	
30.9
	
100
0
	
5
	
2.3
	
Missing
	
222
	
100
	
100
Table 6.6
Bank Account Under the Name of the Establishment. tiTrade Sector"
Type of
	
Frequency	 Percent
	
Valid	 Cum
Respondent	 Percent	 Percent
1
	
278
	
46.6
	
47.4
	
47.4
2
	
308
	
51.6
	
52.6
	
100
0
	
11
	
1.8
	
Missing
	
597
	
100
	
100
1. Businesses which have a separate bank account under the name of
establishment.
2. Businesses which do not have a separate bank account under the name
of establishment.
0. No answer.
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Table 6.7
Planning and Budgeting. "Manufacturing Sector"
Type of
	
Frequency	 Percent
	
Valid	 Gum
Respondent	 Percent	 Percent
1
	
19
	
8.6
	
16.5	 16.5
2
	
96
	
43.2
	
83.5
	
100
0
	
107	 48.2	 Missing
	
222
	
100
	
100
Table 6.8
Planning and Budgeting, "Trade Sector"
Type of
	
Frequency	 Percent	 Valid	 Cuin
Respondent	 Percent	 Percent
1
	
25
	
4.2
	
8.4
	
8,4
2
	
271
	
45.4
	
91.6
	
100
0
	
301
	
50.4
	
Missing
	
597
	
100
	
100
1. Businesses which prepare annual budgets.
2. Businesses which do not prepare annual budgets.
0. No answer,
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This lack of confidence is due to the absence of national standards for
accounting and auditing (see page 63). However, these findings are not
peculiar to Saudi Arabia. This situation was similar in both developed
and developing countries to varying degrees. For example, the Bolton
Committee in the United Kingdom observed that: "Cost control and costing
data are often so poor that management frequently learns of an impending
crisis only with the appearance of the annual accounts or following an
urgent call from the bank manager. In less serious cases, lack of
costing data may make it impossible to gauge the effects on profits of
different levels of activity or courses of action, especially where
there is a variable product mix. 	 Credit control and stock control
information is often inadequate." 4 Bates and Hally attributed the
poorness of accounting and financial control systems in small businesses
to the entrepreneurs' lack of understanding of the accounting and its
role in decision making. They stated that: "Many owners of small
businesses are horrified by accounts of any sort, because they rarely
seem to tell them very much and hardly ever seem to have much relevance
to current operations. The terminology of the accountant is precise and
meaningful to the profession, but it is frequently obscure and
misleading to the layman, and many owners of small businesses are simply
overawed."5
The lack of a business plan and financial records in Saudi Arabia can be
attributed to the inadequate educational background, experience and the
traditions of Saudi society, which show themselves in management style
and practice.
It is observed that adequate education and experience help the
entrepreneur to base and run the business according to modern managerial
and marketing techniques which appreciate the role of accounting in
decision-making and in the raising of external funds. Unfortunately the
low rate of response to item No 4 of the questionnaire, which aimed to
identify the educational level of the respondents, prevented us from
making a quantitative generalisation of the impact of low education
background on management quality and hence on the ability to obtain
external finance. (193 (86.9%) and 546 (91.5%) of the industrialists
and merchants respectively did not answer this question.) However, it
can be deduced from several interviews with small entrepreneurs in both
sectors that some small business owner-managers were government
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12
3
4
5
6
0
5
7
1
11
4
1
193
2.3
3.2
0.5
4.8
1.8
0.5
86.9
17.2
24.1
3.5
37.9
13.8
3.5
Missing
17.2
41.3
44.8
82.7
96.5
100
employees who were attracted by the high rate of profits maintained in
the private sector during 1973-81 to set up establishments in either the
trade or manufacturing sector, or both. It is believed that this group
had adequate educational background although they were lacking or
limited in experience. Other entrepreneurs came from well-established
trading families. This group may have good experience but lack of
adequate educational background, and in some cases they may lack both.
Table 6.9
Respondents' Educational Level. "Manufacturing Sector"
Type of
	
Frequency	 Percent	 Valid	 Cuin
Respondent	 Percent	 Percent
222
	
100
	
100
1. Respondents who have not received formal education at all.
2. Respondents who hold primary school certificate.
3. Respondents who hold elementary school certificate.
4. Respondents who hold secondary school certificate.
5. Respondents who hold university degree.
6. Respondents who hold higher educational degree.
0 No answer.
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Table 6.10
Respondents' Level of Education, "Trade Sector"
Type of
	
Frequency	 Percent	 Valid	 Cuin
Respondent	 Percent	 Percent
1
	
19
	
3.2
	
37.3
	
37.3
2
	
9
	
1.5
	
17.6
	
54.9
3
	
2
	
0.3
	
3.9
	
58.8
4
	
16
	
2.6
	
31.4
	
90.2
5
	
4
	
0.7
	
7.8
	
98
6
	
1
	
0.2
	
2.0
	
100
0
	
546
	
91.5
	
Missing
	
597
	
100
	
100
1. Respondents who have not received formal education at all.
2. Respondents who hold primary school certificate.
3. Respondents who hold elementary school certificate.
4. Respondents who hold secondary school certificate.
5. Respondents who hold university degree.
6. Respondents who hold higher educational degree.
0 No answer.
Thus, when a member of these families fails to obtain a formal
education, the family usually offers him the required funds to establish
a business in the trade or manufacturing sector in order to maintain the
status and image of the family in the community. The third group are
those who were ex-employees who were able to accumulate adequate funds
to initiate their own business. This group are definitely highly
experienced but with a lack of, or limited, educational background.
They are mostly foreigners who have recently obtained Saudi citizenship
or are working under a Saudi name.
The survey findings presented in Tables 6.11 and 6.12 show that only
15.6% and 9.6% of the industrialists and merchants respectively
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12
3
4
5
6
0
27
138
3
2
3
0
49
12.2
62.2
1.4
0.9
1.4
0
22.1
15.6
79.8
1.7
1.2
1.7
0
Missing
15.6
95.4
97.1
98.3
100
established their businesses as a result of experience in a relevant
field of the activity while 79.8% of small industrialists were motivated
by the high level of demand for the products of the business at the time
of establishment.
Table 6.11
Main Reason for Undertaking the Present Business. "Manufacturing Sector"
Type of
	
Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
222
	
100
	
100
1. Experience in the field of the business.
2. High level of demand for the products of the business at the time of
establishment.
3. Death or retirement of previous owner.
4. Low risk and easy to manage.
5. Lack of competition.
6. Easy supply of raw materials.
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12
3
4
33
73
198
21
9
11
252
597
5.5
12.3
33.2
3.5
5
6
1.5
1.8
42.20
100
9.6
21.2
57.4
6.1
2.6
3.1
MissIng
100
9.6
30.8
88.2
94.3
96.9
100
Table 6.12
Main Reason for Undertaking the Present Business. "Trade Sector"
Type of	 Frequency	 Percent	 Valid	 Cuni
Respondent	 Percent	 Percent
1. Experience in the field of the business.
2. High level of demand for the product of the business at the time of
establishment.
3. Death or retirement of previous owner.
4. Low risk and easy to manage.
5. Lack of competition.
6. Easy supply of raw materials.
It is worthy of note that prior to 1973 (the first oil boom) the motive
of entrepreneurs for undertaking the business was often to meet the
needs and obligations of the family, especially for those who had no
opportunity to continue their formal education. They secured most of
their start-up capital from relatives and friends who had saved to meet
unexpected events. As a result, the entrepreneur strove to meet the
family needs and to repay those whose loans represented their savings to
meet unforeseen circumstances. The differences with regard to the
underlying motive for going into business between those who started
before and after the oil boom of 1973 had a great impact on the way the
business is managed and financed. Those who started after 1973 were
mostly motivated by the high returns maintained in the private sector.
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As is shown in Tables 6.11 and 6.12, 79.8% and 21.2% of small
industrialists and merchants respectively, undertook the present
business as a result of high demand for the products at the time of
establishment. They obtained start-up capital from relatives and
friends who accumulated a large amount of savings from speculation in
property or from the government compensation for their property which
was taken for public projects, or in some cases, from government credit
institutions and commercial banks. They did not strive to achieve
success like their counterparts prior to 1973. This is for two main
reasons. First, the buoyant economic conditions prevailing during 1973-
82 safeguarded most small businesses. Government action to accelerate
the diversification process, given the low absorptive capacity of the
economy, allowed even inefficient businesses to succeed and prosper.6
Second, they had in mind that failure to repay the debt would not affect
the lenders' financial position (friends, relatives). The period was
marked by, for example, government interest-free loans which could be
converted into grants in certain circumstances, and commercial banks'
loans which need not be repaid wholly or partially if the borrower chose
to use religion as an excuse for an unwillingness or inability to repay.
(There was no regulation to force borrowers to fulfil their obligations
in a loan contract.)
This situation meant that entrepreneurs who were only motivated by
temporary abnormal returns and had a lack of adequate experience or
education did not develop their managerial and marketing skills in a way
which catered for the needs of the new conditions which began in 1983.
As a result, 39% of small businesses interviewed were operating at only
60-70% of their full production capacity and yet were accumulating
excessive stock.
Thus a deep and close investigation of small businesses in Saudi Arabia
reveals that poor managerial skills in small businesses which
differentiate them from large firms and hence justify special policies
and programmes to overcome these deficiencies. One of the common
characteristics of small businesses in Saudi Arabia is that the owner is
also the manager of the business. 87.7% and 98.1% of small businesses
operating in the manufacturing and trade sectors respectively are
managed by their owners (Tables 6.13 and 6.14). This owner-manager
structure, when accompanied by inadequate experience and education, and
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resistance to or unawareness of management advice, often shows itself in
a large volume of accumulated stock, inability to compete with similar
foreign products and failure to utilise the full production capacity of
the factory.
Table 6.13
Management Status, "Manufacturing Sector"
Type of
	
Frequency	 Percent	 Valid
Respondent	 Percent	 Percent
I
	
192
	
86.5
	
87.7
	
81.3
2
	
27
	
12.1
	
12.3
	
100
0
	
3
	
1.4
	
Missing
	
222
	
100
	
100
Table 6.14
Management Status "Trade Sector"
Type of
	
Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
1
	
574
	
96.2
	
98.1
	
98.1
2
	
11
	
1.8
	
1.9
	
100
0
	
12
	
2.0
	
Missing
	
222
	
100
	
100
1. The owner is the manager.
2. The owner is not the manager.
0. No answer.
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Bolton, Broom and Longenecker attributed the deficiencies associated
with the personalised way of management to the inability of one
individual (the owner-manager) to satisfactorily cope with all aspects
of management. 7 Furthermore, small concerns in Saudi Arabia are family
businesses, where the oldest member is the founder and the manager.
Usually one or two of his sons and/or brothers help him to operate the
business. When he dies, or retires, the oldest member of the family
succeeds him. Rich families send the potential successor abroad for
higher education or training to ensure the family hierarchy. The
problem which is usually associated with family businesses emerges from
the reluctance of the owner-manager to employ a qualified outsider,
especially an accountant, and the unwillingness to delegate
responsibilities and authority to any family member except the oldest or
the potential successor, despite the qualifications and the availability
of other members who are more qualified for the job in terms of
experience and education. This managerial practice, which is not
consistent with modern management techniques, is based on the traditions
of Saudi society which give a great emphasis to age as commanding
respect. The reluctance to employ outsiders is partly based on the
belief of the owner-manager that the success of a small business depends
to a large extent on secrecy and loyalty, and that these can only be
maintained by family members, and partly on the misinterpretation of
Islamic teachings, which encourage its followers to give priority in
providing financial and non-financial support to family and relatives.
This is true, but it should not be at the expense of efficiency and
success of the business.
To test small businesses' awareness of basic marketing techniques, the
questionnaire focused upon whether small merchants and industrialists
offer their customers quantity or price discounts as a method of
marketing their products and avoiding delay and default or not. 68% and
61% of the respondents in manufacturing and trade sectors respectively
did not offer their customers a discount for cash or early repayment
(Tables 6.15 and 6.16). However, the majority of industrialists and
merchants, 162 (83.1%) and 299 (54.6%) respectively, did offer a
discount to customers who purchased larger quantities of their products
(Tables 6.17 and 6.18).
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Table 6.15
Price Discount. "Manufacturing Sector"
Type of
	
Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
1
	
56
	
25.2
	
32
	
32
2
	
119
	
53.6
	
68
	
100
0
	
47
	
21.2
	
Missing
	
222
	
100
	
100
Table 6.16
Price Discount. "Trade Sector"
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
189
	
31.7
	
38.5
	
38.5
2
	
302	 50.6
	
61.5
	
100
0
	
106
	
17.7
	
Missing
597
	
100
	
100
1. Respondents who offer their customers a price discount.
2. Respondents who do not offer their customers a price discount.
0. No answer.
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Another indicator of the lack of marketing technique is the unawareness
of small businesses' owners or managers of the extra costs which they
may incur if they do not take the credit discount; in other words, they
do not measure the cash discount foregone and compare it with the cost
of funds obtainable from other sources of finance. This is because the
majority of the respondents neither deal with commercial banks nor
calculate the opportunity costs of personal resources in financing their
businesses.
Cash discount, however, is an appropriate method of avoiding delays and
ensuring the repayment of debt in the case of Saudi Arabia for the
following reasons:
1. The absence of sources of credit information in Saudi Arabia, such
as credit bureaux, increases the cost of investigating the credit
risk of potential customers, especially under the present adverse
economic conditions.
2. The majority of small businesses in Saudi Arabia purchase raw
materials and merchandise from wholesalers or suppliers always
(Tables 5.13 and 4.13) and they always sell the final products to
the ultimate consumers on credit.
The lack of managerial skill in an entrepreneur has a bearing on how
employees perform their tasks in the sense that a qualified
entrepreneur, knows how to select the employees who meet the
requirements of the job, how to encourage them to exert more effort, how
to improve their performance and how to effectively communicate and
delegate responsibilities. These elements tend to increase the
contribution of internal funds in financing the business through
increasing the productivity of the employees. To what extent are small
business entrepreneurs in Saudi Arabia aware of the impact of these
factors on the ability of the business to generate more profits and to
raise external funds? We now turn our attention to this question.
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Table 6.17
Quantity Discount. "Manufacturing Sector"
Type of
	
Frequency	 Percent
	
Valid	 Gum
Respondent	 Percent	 Percent
1
	
162
	
73.0
	
83.1
	
83.1
2
	
33
	
14.9
	
16.9
	
100
0
	
27
	
12.1
	
Missing
	
222
	
100
	
100
Table 6.18
Quantity Discount. "Trade Sector"
Type of
	
Frequency	 Percent
	
Valid	 Gum
Respondent	 Percent	 Percent
1
	
299
	
41.7
	
54.6
	
45.4
2
	
24.9
	
50.1
	
45.4
	
100
0
	
49
	
8.2
	
Missing
	
597
	
100
	
100
1. Respondents who offer a discount to customers who purchase a large
quantity.
2. Respondents who do not offer a discount to customers who purchase a
large quantity.
0. No answer.
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7.4
100
6.2 MANPOWER
The statistical findings of the field survey presented in Chapters 4 and
5 showed that 26.1% and 29.3% of industrialists and merchants
respectively depended on retained profits to finance business-related
ventures, especially working capital.
Naturally, increasing the contribution of internal funds to finance a
small business requires increasing the profitability of that business;
this can be achieved in many ways but, in particular, improving
management quality and overall manpower productivity is essential.
Increasing labour productivity can be accomplished primarily either by
training or adopting capital intensive methods or both. To identify
small business' awareness of the impact of high productivity on the
profitability of the business, and hence on the contribution of internal
funds as a source of financing a small business, the questionnaire
focused upon whether or not the business had utilised training, or
introduced more capital intensive methods to increase labour
productivity. 63 factories and workshops (92.6%) of the respondents
did neither; only five concerns (7.4%) adopted more capital-intensive
methods to increase productivity.
Type of
Respondent
1
2
0
Frequency
5
63
154
222
Table 6.19
Productivity
Percent
2.2
28.4
69.4
100
Valid
Percent
7.4
92.6
Missing
100
Cum
Percent
1. Respondents who adopted a capital intensive method to increase
productivity.
2. Respondents who did adopt any method to increase productivity.
0. No answer.
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The lack of desire and inability of small industrialists to increase
productivity in this manner can be attributed to:
1. The low proportion of Saudi employees such that any attempt to
increase productivity through training is seen to represent a
long-term misallocation of the limited resources of a small
business and benefit only expatriates, on short-term contracts.
66.1% (Table 6.20) do not employ full-time Saudi workers at all,
24.9% employ one Saudi, 8.6% employ two Saudis and 0.5% employ
four Saudis; only 4.5% of the respondents employ Saudi part-time
employees. Furthermore, 100% of small concerns employ non-Saudi
full-time employees (Tables 6.23 and 6.24); 2,321 full-time
expatriate workers were employed by small concerns and only 93
full-time Saudis in our sample. These figures imply that the
proportion of Saudi employees is less than 4%. The picture is
somewhat similar in the trade sector where 94% of establishments
employ non-Saudi full-time employees (Table 6.25). This result
supports hypothesis No 2.1. In our sample these concerns employ
1,134 full-time expatriate workers and only 34 full-time Saudis
giving a Saudi employment proportion in the trade sector of 3%.
This finding supports hypothesis No 2.1.
2. Unawareness of the relationship between profitability and
productivity. This is mainly due to the lack of experience and
education.
3. The inability of small concerns to adopt capital intensive methods
to increase productivity since this method required additional
long-term funds and knowledge of external and internal markets.
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Gum
Percent
95.5
100.0
Valid
Percent
95.5
4.5
Missing
Value
1
2
0
Percent
95.0
4.5
.5
Frequency
211
10
1
Table 6.20
Number of Saudi Full-Time Employees. "Manufacturinz Sector"
Type of	 Frequency	 Percent	 Valid	 Cum
Respondent	 Percent	 Percent
1
	
146
	 65.8
	
66.1
	
66.1
2
	
55
	
24.8
	
24.9
	
91.0
3
	
19
	
8.6
	
8.6
	
99.5
4
	
1	 .5	 .5
	
100.0
0
	
1	 .5
	
Missing
100.0222	 100.0
1. Concerns which do not employ Saudis.
2. Concerns which employ one Saudi full-time.
3. Concerns which employ two Saudi full-time.
4. Concerns which employ four Saudi full-time.
0. No answers.
Table 6.21
Number of Saudi Part-Time Employees. "Manufacturing Sector"
222	 100.0	 100.0
1. Concerns which do not employ Saudi part-time employees.
2. Concerns which employ one Saudi part-time employee.
0. No answer.
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Table 6.22
Number of Non-Saudi Part-Time Employees. "Manufacturing Sector"
Type of
	
Frequency	 Percent	 Valid	 Gum
Respondent	 Percent	 Percent
1
	
216
	
97.3
	
97.7
	
97.7
2
	
5
	
2.3
	
2.3	 100.0
0
	
1	 .5
	
Missing
222
	
100.0
	
100.0
1. Concerns which do not employ Saudis.
2. Concerns which employ one non-Saudi part-time.
0. No answers.
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Table 6.23
Number of Non-Saudi Full-Time Employees. "Manufacturing Sectortt
No of	 Frequency	 Percent	 Valid	 Gum
Employees	 Percent	 Percent
2
	
1	 .5	 .5	 .5
3
	
2	 .9	 .9
	
1.4
4
	
7
	
3.2
	
3.2
	
4.5
5
	
17
	
7.7
	
7.7
	
12.2
6
	
29
	
13.1
	
13.1
	
25.3
7
	
34
	
15.3
	
15.4
	
40.7
8
	
34
	
15.3
	
15.4
	
56.1
9
	
14
	
6.3
	
6.3
	
62.4
10
	
7
	
3.2
	
3.2
	
65.6
11
	
9
	
4.1
	
4.1
	
69.7
12
	
3
	
1.4
	
1.4
	
71.0
13
	
6
	
2.7
	
2.7
	
78.3
14
	
4
	
1.8
	
1.8
	
75.6
15
	
6
	
2.7
	
2.7
	
78.3
16
	
4
	
1.8
	
1.8
	
80.1
17
	
5
	
2.3
	
2.3
	
82.4
18
	
6
	
2.7
	
2.7
	
85.1
19
	
9
	
4.1
	
4.1
	
89.1
20
	
2	 .9	 .9
	
90.0
21
	
3
	
1.4
	
1.4
	
91.4
22
	
9
	
4.1
	
4.1
	
95.5
23
	
8
	
3.6
	
3.6
	
99.1
24
	
1	 .5	 .5
	
99.5
26
	
1	 .5	 .5
	
99.5
0
	
1	 .5
	
Missing
222
	
100.0	 100.0
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Table 6.24
Number of Non-Saudi Full-Time Enrnloyees by Type of Industry8
COUNT	 Building Aluminium Wooden	 Chemical Iron
	
)thers Row
ROW PCT Material Products Products Products Products	 Total
COL PCT
TOT PCT
2	 1	 1
	
100.0	 .5
3.4
.5
3	 1	 1	 2
	
50.0	 50.0	 .9
	
1.9	 3.4
	
.5	 .5
4	 7	 7
	
100.0	 3.2
13.5
3.2
5	 9	 1	 1	 5	 1	 17
	
52.9	 5.9	 5.9	 29.4	 5.9	 7.7
	
33.3	 3.0	 5.3	 9.6	 3.4
	
4.1	 .5	 .5	 2.3	 .5
6	 2	 6	 4	 1	 12	 4	 29
	
6.9	 20.7	 13.8	 3.4	 41.4	 13.8	 13.1
	
3,3	 22.2	 12.1	 5.3	 23.1	 13.8
	
.9	 2.7	 1.8	 .5	 5.4	 1.8
7	 20	 3	 2	 7	 2	 34
	
58.8	 8.8	 5.9	 20.6	 5.9	 15.4
	
32.8	 11.1	 6.1	 13.5	 6.9
	
9.0	 1.4	 .9	 3.2	 .9
8	 17	 8	 1	 5	 3	 34
	
50.0	 23.5	 2.9	 14.7	 8.8	 15.4
	
27.9	 24.2	 5.3	 9.6	 10.3
	
7.7	 3.6	 .5	 2.3	 1.4
9	 4	 6	 1	 2	 1	 14
	
28.6	 42.9	 7.1	 14.3	 7.1	 6.3
	
6.6	 18.2	 5.3	 3.8	 3.4
	
1.8	 2.7	 .5	 .9	 .5
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10	 2	 1	 4	 7
	
28.6	 14.3	 57.1	 3.2
	
3.3	 3.7	 13.8
	
.9	 .5	 1.8
11	 1	 1	 1	 2	 4	 9
	
11.1	 11.1	 11.1	 22.2	 44.4	 4.1
	
1.6	 3.7	 5,3	 3.8	 13.8
	
.5	 .5	 .5	 .9	 1.8
12	 2	 1	 3
	
66.7	 33.3	 1.4
	
10.5	 1.9
	
.9	 .5
13	 2	 2	 2	 6
	
33.3	 33.3	 33.3	 2.7
	
3.3	 3.8	 6.9
	
.9	 .9	 .9
14	 1	 2	 1	 4
	
25.0	 50.0	 25.0	 1.8
	
1.6	 10.5	 1.9
	
.5	 .9	 .5
15	 2	 2	 2	 6
	
33.3	 33.3	 33.3	 2.7
	
10.5	 3.8	 6.9
	
.9	 .9	 .9
16	 3	 1	 4
	
75.0	 25.0	 1.8
	
4.9	 .	 5.3
	
1.4	 .5
17	 1	 1	 1	 2	 5
	
20.0	 20.0	 20.0	 40.0	 2.3
	
1.6	 3.7	 3.0	 10.5
	
.5	 .5	 .5	 .9
18	 3	 2	 1	 6
	
50.0	 33.3	 16.7	 2.7
	
4.9	 10.5	 3.4
	
1.4	 .9	 .5
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19	 1	 4	 3	 1	 9
	
11.1	 44.4	 33.3	 11.1	 4.1
	
1.6	 14.8	 9.1	 5.3
	
.5	 1.8	 1.4	 .5
20	 1	 1	 2
	
50.0	 50.0	 .9
	
1.6	 1.9
	
.5	 .5
2].	 2	 1	 3
	
66.7	 33.3	 1.4
	
6.1	 3.4
	
.9	 .5
22	 1	 2	 3	 1	 2	 9
	
11.1	 22.2	 33.3	 11.1	 22.2	 4.1
	
1.6	 7.4	 9.1	 1.9	 6.9
	
.5	 .9	 1.4	 .5	 .9
23	 2	 3	 1	 2	 8
	
25.0	 37.5	 12.5	 25.0	 3.6
	
3.3	 9.1	 5.3	 3.8
	
.9	 1.4	 .5	 .9
24	 1	 1
	
100.0	 .5
5.3
.5
26	 1	 1
	
100.0	 .5
1.9
.5
Column	 61	 27	 33	 19	 52	 29	 221
Total	 27.6	 12.2	 14.9	 8.6	 23.5	 13.1 100.0
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To conclude, the statistical findings of this part of the investigation
provide a positive answer to the first part of the second research
question which aims to identify the extent to which low management
quality on the part of the entrepreneur in small businesses contributes
in creating and enlarging the existing small business financing gap in
Saudi Arabia. The other part of the second research question aims to
identify the extent to which the capital and money markets, ie,
government credit institutions and commercial banks, are responsible for
the existence of the small business financing gap. This is the subject
of the next chapter.
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NOTES
1 Bolton Report, Bolton Committee of Inouir y on Small Firms, CMND
4811, HMSO, 1971, London. Also see Boswell, J, The Rise and Decline
of Small Firms, George Allen and Unwin, 1972.
2 Bates, J, and Hally, 0, The Financing of Small Business, Sweet and
Maxwell Ltd, 1982.
3 Burn, P and Dewhurst, J, Small Business Planning. Finance and
Control, Macmillan Education, 1989, p44.
Bolton Report, Op Cit, p113. See also Boswell, J, The Rise and
Decline of Small Firms, George Allen & Unwin, 1972, Scase, R, and
Coffee, R, The Real World of the Small Business Owner, Croom Helm,
1980.
5	 Bates, J, and Hally, D, Op Cit, p43.
6 Presley, J R, "The Impact of the Oil Recession Upon Banking in the
Arab Gulf - The Need for Risk Management", Research Pa per No 48,
March 1988, Loughborough University Banking Centre.
7	 Bolton Report, Op Cit. Also see Broom, H N, and Longenecker, J C,
Small Business Management, South-Western Publishing Co, 4th Ed,
1975.
8 This is another way of demonstrating the statistical findings. It
shows the percentage distribution of concerns which employ non-Saudi
workers in each industry. The type of industry is displayed from
columns 1 to 6 and the number of workers is depicted from row 1 to
26. Four entries are printed in the upper left corner of the table,
these are Count, Row PCT, Col PCT and Tot PCT. The word count means
the frequency, and in our case the number of concerns which employ
foreign workers. This is represented by the first entry of each
cell in the table. For example, take the first cell in the sixth
row and first column. The first entry in this cell is 2 which means
that two concerns producing building materials, are employing six
foreign workers. The second entry in the cell is the row percentage
(Row PCT), ie, the percentage of all concerns in the row that employ
six workers. This means that of the 29 concerns that employ six
workers, 6.9% of them produce building materials. The third entry
in the cell is the column percentage of all concerns in the column.
This means that 3.3% of the 61 concerns producing building materials
employ six non-Saudi workers. The fourth entry in the cell is the
total percentage (Tot PCT) which is the number of concerns in the
cell as a percentage of the total number of concerns that constitute
our sample, or those who have answered the questions under study.
For example, 0.9% of the 221 concerns employ six workers.
The empty cells in the table indicate that the concerns do not
employ the number of workers displayed in the row.
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CHAPTER SEVEN
LENDING INSTITUTIONS
Chapters 4 and 5 have indicated that the majority of small businesses
failed to obtain finance from commercial banks and government credit
institutions, especially at the establishment stage. This failure was
attributed by small merchants and industrialists (the demand side) to
money and capital market operations and policies, ie, commercial banks
and government credit institutions, as well as the tight lending
policies adopted lately by wholesalers and suppliers. This chapter aims
to provide a link with the three previous chapters and gives a further
reason for the existence of small business financing gap in Saudi
Arabia; it identifies the extent to which commercial banks, government
credit institutions and SAMA contribute to the gap in the lending system
with regard to small businesses.
The first part of this chapter deals with commercial banks and aims to
answer two questions:
1. Are commercial banks able to finance small businesses even if they
wanted to? This ability is examined in the light of various
indicators including the size and structure of deposits, the
capital base, number of branches, the required legal reserve ratio
and SAMA's regulations.
2. If the answer to the above question is positive, then why are
commercial banks unwilling to finance small businesses? This is
examined in terms of the constraints which confine commercial
banks' willingness to finance small businesses. These are
classified into three types according to their source of the
contract: small businesses, SAMA and commercial banks.
Before discussing these questions, a brief review of the development of
the commercial banking system is considered.
The second part of this chapter focuses in the role of the government-
controlled credit institutions in financing small businesses in order to
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identify whether small businesses have been discriminated against by the
regulations and policies of these institutions.
7.1 COMMERCIAL BANKS
The development of the commercial banking system in Saudi Arabia passed
through three stages. The first started prior to the unification of the
Kingdom and ended with the discovery of oil in commercial quantities in
1938. This period was characterised by a low level of personal income,
a high rate of illiteracy, absence of security and the lack of a basic
physical infrastructure. The western part of the country was the only
region where the majority of the inhabitants were engaged in commercial
activities. This was attributed to two main reasons: First, a large
number of pilgrims visiting the holy cities of Mekkah and Medina every
year to perform Hajj. Second, the location of Jeddah on the Red Sea and
between Medina and Mekkah, making it an important trade and commercial
centre. It was considered that Hejaz was the only region which required
banking services, particularly for exchanging currencies for pilgrims
and providing trade facilities for the merchants of Jeddah. This
justified the establishment of the first commercial bank at Jeddah in
1926 (the Netherland Trading Society) and later on the Banque
d'Indochine et de Suez was set up, primarily to serve Pilgrims from
French colonies.' In addition money exchangers were very active
particularly in lending to merchants to enable them to import goods for
the Hajj season. The Ba Mahfouz and Al Kaki families were among the
largest money exchangers in Jeddah. In 1938 the Government granted them
a licence to open the first domestic commercial bank ' in Saudi Arabia
under the name of the National Commercial Bank.
The second stage of development started in the late 1940s and ended in
1973. The most important features of this period were the creation of
SAMA in 1952, the establishment of the second domestic commercial bank
(Riyad Bank) in 195], the issuing of the Banking Control Law in 1966 and
the government allowing many foreign banks to open branches in the
Kingdom.
The third stage of development started with the oil boom in late 1973.
This was characterised by a high growth rate of real GDP per capita,
real per capita consumption and capital formation, a high ratio of
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imports to GDP and the large number of foreigners recruited to
participate in the development process.
These characteristics required that the banking system be developed to
the extent which enabled it to respond effectively to the increasing
demand for banking facilities. Domestic and foreign companies carrying
out various investment projects needed banking services such as letters
of credit and guarantees as well as loan facilities. In addition
foreigners working in Saudi Arabia needed to transfer part of their
income to their families abroad. Saudi businessmen needed chequing
facilities to pay their employees, to purchase raw materials and for
transactions.
In view of these rapid economic changes, the existing commercial banking
system had to be reorganised in a way which enabled it to cope with the
new economic structure created by the oil boom. In other words, the two
wholly Saudi banks with a few foreign banks operating in the main
cities, with a limited capital base, could not meet the increasing
demand for banking facilities.2
As a result the Government adopted a Saudiisation programme through
which 60% of the foreign banks' equity was transferred to Saudi
ownership. This gave commercial banks the opportunity to expand their
capital base and to open branches anywhere in the Kingdom (with SAMA
approval).
Despite these developments, the Saudiised banks failed to introduce any
lending scheme to suit the needs and abilities of small businesses or to
base their lending decisions on criteria other than collateral or
personal relationships with customers.
7.1.1 Indicators of the Ability of Commercial Banks to Finance Small
Businesses
1.	 The Growth of Deposits
Increasing the volume of total deposits and changing its composition
from demand deposits to interest-bearing deposits strengthens the
206
ability of commercial banks to increase their contribution to finance
small businesses.
Data presented in Table 7.1 shows that total deposits grew from SR 783
million in 1964 to SR 2,530 million in 1972 (an average growth rate of
16% annually). The upsurge of growth occurred between 1973-82, when
deposits rose from SR 3,730 million in 1973 to SR 89,023 million in 1982
(an average annual growth rate of 44%). Through this period the
composition of total deposits changed in favour of time and saving
deposits. The share of demand deposits in total deposits decline from
67.6% in 1979 to 34.9% in 1987, whereas the share of savings deposits in
total deposits increased from 10.3% in 1979 to 32.8% in 1987 (Table
7.2). This shift towards savings deposits, in addition to the refusal
of some depositors to take interest3
 should have increased the ability
of commercial banks to extend term loans to small businesses.
Furthermore, the consolidated balance sheet of commercial banks (Table
7.3) shows that banks' assets increased from SR 35.2 billion in 1977 to
SR 176.1 billion in 1987. Part of this amount found its way abroad
which increased banks' foreign assets by SR 83.1 billion during 1977-87
(from SR 9.4 billion in 1977 to SR 92.6 billion in 1987) and part
channelled into the domestic market in the form of loans and investment.
Banks' claims on the private sector increased by SR 46.4 billion during
1977-87 (from SR 7.9 billion in 1977 to SR 54.3 billion in 1987) while
domestic investments increased by SR 1.3 billion during 1977-87. These
figures display clearly that the proportion of banks' assets invested
abroad is taking an upward trend, it represented 56.2% of the total
assets in 1987 compared to 26.8% in 1977. While the proportion of
banks' domestic investment to total assets registered 1.03% on average
during 1977-87. Even when commercial banks' domestic investment is
considered in relation to paid-up capital and reserves it is shown that
this ratio is far from the maximum limit set up in Article 10 of the
Banking Control Law which prevents commercial banks from using more than
20% of their paid-up capital and reserves in purchasing stock or shares
of joint stock companies. Data presented in Tables 7.1 and 7.3 show
that the proportion of banks' investment to paid-up capital and reserves
registered 13.4% in 1987. These figures display clearly that a large
proportion of commercial banks' assets is invested abroad.
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Meanwhile small businesses are denied access to banks' financial
facilities. This observation poses two policy questions. First, why do
commercial banks not allocate a proportion of the funds invested abroad
to financing small businesses? Second, why does SAMA not intervene in
the credit market by imposing a minimum credit allocation to be directed
towards small businesses? These questions were raised by industrialists
and merchants in many interviews. This is discussed in Section 7.1.2
from three dimensions: small businesses, SAMA and commercial banks.
2.	 The Reduction of the Legal Reserve Ratio
Reducing the legal reserve ratio should enhance commercial banks'
ability to provide better banking services and encourage them to extend
credit to small businesses, especially medium and long-term loans.
Commercial banks operating in Saudi Arabia are required to maintain
three types of reserves: statutory, liquid and excess reserves.4
SAMA uses the reserve ratio as an instrument to encourage or discourage
commercial banks to expand or contract their lending to the private
sector. This tool has been used on different occasions; for example, in
May 1976, SAMA raised the statutory reserve requirement from 10% on
demand deposits and 5% on saving and time deposits to 15% against both
types of deposits. Consequently the statutory reserve figures increased
from SR 2,572 million in 1976 to SR 7,033 and SR 11,081 million in 1977
and 1978 respectively (Table 7.3). The increase in the reserve ratio
exerted considerable pressure on the commercial banks' liquidity
position and weakened their ability to extend credit to the private
sector. It also caused commercial banks to reduce their foreign assets
by SR 2,421 million (from SR 14,689 in 1978 to SR 12,268 million in
1979) and their current account with SAMA by SR 1,778 million (from SR
6,429 million in 1978 to SR 4,651 million in 1979) as well as other
assets by SR 5,721 million (from SR 8,283 million in 1978 to SR 2,562
million in 1979).
Although there is no data available to show which group is affected the
most by the credit squeeze policy adopted by SAMA in 1976, it is
apparent that small businesses suffered the most because in such cases
commercial banks give lending priority to the prime customers and to
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less risky clients who are able to provide acceptable collateral and
reliable financial information. As a result, a minority of small
businesses are able to secure institutional funds to finance especially
working capital.
To encourage commercial banks to extend more credit to the private
sector, in May 1979, SAMA reduced the statutory reserve ratio from 15%
to 12% against demand deposits and 2% against savings and time deposits,
followed by another reduction in February 1980 when the reserve ratio
was reduced to 7% against demand deposits. These reductions in the
legal reserve requirement enabled commercial banks to reduce their
statutory deposit with SAMA from SR 11,466 million in 1979 to SR 3,740
million in 1980 (Table 7.3) and hence strengthened their ability to
extend more credit to the private sector. This was reflected in the
declining ratio of total reserves to deposits from 51.4% in 1978 to
18.1% in 1980. Also the statutory reserve to deposit ratio declined
from 31.1% in 1978 to 7.5% in 1980.
3.	 Increasing the Cap ital Base and Number of Branches
Prior to the Saudiisation progranune, foreign banks were not allowed to
open more than three branches throughout the Kingdom. They were also
not permitted to expand their capital base. These restrictions
constrained the conunercial banks' ability to extend banking facilities
throughout Saudi Arabia. 	 As a result, the two wholly Saudi banks
(National Commercial Bank and Riyad Bank) have grown very rapidly in
terms of the number of branches.	 Prior to Saudiisation commercial
banks' branches operating in the Kingdom numbered 98, 68 of them
belonging to NCB and Riyad Bank.
The Government was convinced that the banking system which existed prior
to 1973 was no longer capable of meeting the changing needs of the
economy and that it should be reformed or reconstructed in order to
respond more effectively to the long-term government goal of economic
diversification. Therefore, the Saudiisation programme was introduced
to assist the attainment of this goal. As a result, all commercial
banks increased their capital bases and the number of branches reached
652 in 1987, excluding 38 seasonal offices, compared to 98 branches
prior to Saudiisation.5
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Therefore, increasing the capital base and the number of branches should
have increased the ability of commercial banks to finance small
businesses.
7.1.2 Constraints Encountered by Commercial Banks in Financing Small
Businesses
Despite the increased volume of deposits, its changing composition in
favour of time and savings deposits, the increase in the capital base,
the number of bank branches and the reduction in the legal reserve
ratio, commercial banks did not respond effectively to the financing
needs of small businesses especially at the establishment stage.
This unresponsiveness can be attributed to three types of constraints
which can be classified as follows:
1.	 Small Businesses
Lending to small businesses in Saudi Arabia involves a high degree
of risk because of the following factors:
(a) The lack of experience in the field of the business; 27
(15.6%) and 33 (9.6%) of small industrialists and merchants
respectively do not possess adequate experience to operate
the business effectively (Tables 6.11 and 6.12).
(b) The absence of accounting records; 82 (67.8%) and 275
(75.1%) of the respondents in the manufacturing and trade
sectors respectively did not keep bank, sales, purchases,
cash and payroll records (Tables 6.3 and 6.4)..
(c) The absence of an independent bank account under the name of
the business; 67 (30.9) and 308 (52..6%) of small
industrialists and merchants respectively did not keep
separate bank accounts for the business (Tables 6.5 and
6.6).
(d) The absence of a feasibility study or business plan; 176
(81%) and 402 (95.9%) of small industrialists and merchants
respectively did not base the establishment of their
projects of feasibility studies or business plans (Tables
6.1 and 6.5).
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(e) The lack of forward planning or forecast accounting records
which are essential for monitoring the business and
detecting the reasons for variations between the actual and
budgeted figures as well as in securing institutional
finance. 96 (83.5%) and 271 (91.6%) of small industrialists
and merchants respectively did not prepare a budget or
forecast accounting records (Tables 6.7 and 6.8).
(f) The inability to provide adequate and acceptable collateral;
35 (85.4%) and 28 (93.3%) of small merchants and
industrialists respectively who applied for banks' credit at
inception were unable to present acceptable securities. 52
(88.1%) and 34 (91.9%) of merchants and industrialists
respectively were unable to provide collateral after
establishment.
(g) Management style and practice is built around the founder or
the owner-manager who control all aspects of the business
and is reluctant to delegate responsibilities or authorities
to a qualified family member unless he is the oldest or the
potential successor. These characteristics expose small
businesses to greater risk in the case of the death or
retirement of the owner-manager. It was shown in the
previous chapter that 192 (87.7%) and 574 (98.1%) of small
businesses operating in the manufacturing and trade sectors
respectively are managed by their owners (Tables 6.13 and
6.14)..
2.	 The Saudi Arabian Monetary Agency (SAMA)
The second factor which limits the ability of commercial banks to
finance small businesses is the absence of clear regulations which
determine the legal relationship between commercial banks and
borrowers.	 The Banking Control Law of 1966 does not prevent
commercial banks from paying or receiving interest. The
consequences of this deliberate loophole have been reflected in
the refusal of many borrowers to pay interest on their outstanding
loans. As a result, the non-performing loans of Saudi and
Saudiised banks (see Table 7.4) reached SR 1,567 million in 1985.
Smaller banks such as the United Saudi Commercial Bank and Saudi
Investment Bank suffered heavy losses, though bigger banks, such
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as the National Commercial Bank, Riyad Bank and Saudi American
Bank, maintained profits despite the high rate of default.
SAMA cannot force borrowers to pay interest on their outstanding
loans because as a government agent it cannot contradict Islamic
law. Therefore, the consequences on religious, social and
political levels prevented SAMA from taking a firm decision with
regard to this problem. However, many constructive steps have
been taken by SAMA to alleviate this dilemma, for example, the
treatment of bad loans as tax deductible, the restitution of
mortgages to secure loans (which was banned in 1982), the placing
of a low-cost deposit with small banks, and, finally, the
anticipation of a conciliation committee (to be formed soon after
the failure of a previous committee established by the Ministry of
Commerce which operated in the three main cities: Riyadh, Jeddah
and Dammam).6
Another constraint on the ability of commercial banks to introduce
new financing methods consistent with Islamic law is Article 10 of
the Banking Control Law, which prevents commercial banks from
owning or sharing in the ownership of commercial, industrial or
agricultural projects. This rules out the possibility of
commercial banks adopting Mudaraba and Musharaka financing methods
which suit the majority of small businesses who lack collateral
and are unable to present the necessary financial information.
Moreover, commercial banks are not allowed, according to Item (1)
of Article 10, to "engage, whether for its own account or on a
commission basis, in wholesale or retail trade including import or
export trade". 7 This constraint prevents commercial banks from
being able to apply the Murabaha financing arrangement which is
suitable for financing working capital and is adopted by all
Islamic banks. Also, paragraph 5 of Article 10 prevents
commercial banks from owning or leasing property for other than
banking-related purposes. This restriction prevents banks from
utilising leasing and hire-purchase methods to finance property
and equipment which require long-term finance. These methods are
however consistent with Islamic law and suit the majority of small
businesses because they do not require collateral.
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3.	 Commercial Banks
To reduce the risks involved in financing small businesses,
commercial banks tend to base their lending decision on their
personal relationship with customers and the customer being able
to provide collateral. As a result, the majority of small
businesses were excluded from access to banks' facilities. Risks
of lending were not reduced due to the following:
(i) The inability of commercial banks to legally enforce
mortgage in case of default because the lending contract
involves interest which is forbidden in Islamic law;
settlement of this issue is always uncertain in the Saudi
Arabian context.
(ii) The value of property declined sharply after 1982.
Therefore project evaluation is the best lending criteria to ensure the
business is capable of generating sufficient cashflow to repay the loan
and due interest as well as adequate funds to finance working capital.
It also enables the bank to forecast the trend of the industry in which
the borrower operates in order to assess the degree of future success or
threat which the borrowers may encounter.
Project evaluation however requires the availability of a business plan,
feasibility study, up-to-date balance sheet, profit and loss account,
customer bank account, national standard for accounting and auditing and
an efficient tax or zakat system.
The absence of these should not be a sufficient reason for commercial
banks to depend heavily on collateral and their personal relationship
with customers as the only lending criteria and hence exclude the
majority of small businesses from the banking facilities.
In order to overcome the constraint that arises from the absence of the
basic requirements of project evaluation, commercial banks can carry out
a survey of the potential borrowers, visit their establishments to
assure themselves that the applicant's request for finance is genuine
and viable. They could also follow this up to ensure that the loan is
used for the required purpose, and contact the suppliers and wholesalers
whom the applicant deals with. This procedure would enable commercial
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banks to build up financial records of a large number of small
businesses and make a comparative analysis when other businesses in the
same industry apply for a loan.
Though such project evaluation based on this method of collecting data
and a follow-up process would be costly and would require qualified
staff, it would be a worthwhile long-term investment. Moreover,
commercial banks can introduce new services aiming at educating small
business entrepreneurs of the role of accounting in raising
institutional funds, and assisting them in preparing their case for
finance. This was suggested by the Governor of SAMA.
"The banks have lent mainly to big business in the country.
Borrowings by big business, may only rise at a slow rate. Hence
increasing the rate of expansion of credit to the private sector
may require that the banks extend a greater volume of credit to
medium and small business in the country.	 This does not
necessarily mean being less cautious. It only means greater
homework on the part of banks. They must induce and educate their
clients to be adequately capitalised, to maintain proper accounts
and professional management. The banks will have to become more
ingenious and sophisticated to meet the changing and expanding
needs of the economy".8
7.2 THE SPECIALISED CREDIT INSTITUTIONS
The massive revenues accrued from oil in late 1973 encouraged the
Government to undertake very ambitious social and industrial programmes.
The Government was aware from the beginning that such huge projects
could not be implemented effectively unless they were supported by an
efficient financial system capable of channelling funds from savers to
borrowers, and from public to private sector. 	 -
Commercial banks were the only institutions in existence which could
help carry out this task, but they were inadequate for two main reasons.
First, the targeted projects required medium and long-term finance which
could not be provided by commercial banks due to their liability
structure. Second, at the time of the initiation of these development
projects, there were only two wholly Saudi banks; the rest of these
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lending institutions, were subsidiaries or offices of foreign banks
operating in Saudi Arabia. These banks were not allowed to expand their
capital base or extend their operations to new cities or towns; their
branch network was limited to three branches. In addition, the foreign
banks were not permitted to provide loan or guarantees if the amount
involved exceeded 25% of the bank's capital.
Consequently, the Government established five specialised lending
institutions to fill the gap left by commercial banks; these were able
to extend medium and long-term loans. Amongst other objectives, the
creation of these institutions sought to encourage the private sector to
undertake industrial, agricultural and construction projects which would
eventually attain the Government's overall objective of diversification
of the economy.
Their operations conformed to Islamic banking principles; loans were
interest free except in the case of SIDF which levied an administrative
charge of 2%, and later 2½%.
(1) The Saudi Arabian Agricultural Bank (SAAB)
The SAAB was established in 1962 and commenced its operations in 1964.
Its capital expanded from SR 10 million to SR 12,949 million in 1984/85.
The Bank provides short, medium and long-term loans to farmers and agro-
businessmen to set up agricultural and related projects.
Short-term loans are extended for financing working capital such as
fuel, wages, seeds and fertilisers. These loans are repaid within 12
months. During 1965-85 the SAAB extended 54,965 loans amounting to SR
363.3 million. This amount represents about 2% of the total loans
provided during this period.
Medium-term credit is provided for financing the purchase of machines,
equipment, pumps, fishing gear and poultry houses. These loans are
repaid within 10 years. The Bank has provided 261,845 loans amounting
to SR 18,669,914 million.
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Table 7.5
Credit Provided by the Agricultural Bank
(million riyals)
Short-Term Loans	 Medium-Term Loans	 Total Loans
Year	 Number Amount	 Number Amount	 Number Amount
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
52
141
885
1,232
1,227
1,793
1,741
1,234
1,537
1,741
3,835
3,073
3,633
3,572
4,609
3,557
9,310
5,556
3,454
1,759
1,024
131
295
1,083
1,542
1,676
3,009
2,575
2,266
2,916
3,545
7,182
8,244
17,288
43,713
15,286
22,734
39,226
29,456
25,271
18,511
17,316
	
573	 4,259
	
1,781	 8,633
	
2,261	 12,020
	
2,500	 10,478
	
2,447	 12,201
	
2,563	 13,127
	
2,640	 14,052
	
2,631	 14,292
	
2,940	 16,677
	
3,673	 32,759
	
12,416	 138,323
	
16,629	 261,189
	
17,744	 472,550
	
16,726	 541,954
19,146 693,786
16,225 1,105,952
35,818 2,491,640
31,890 2,903,446
35,432 4,140,757
22,085 3,477,252
13,722 2,304,484
625
1,922
3,146
3,732
3,674
4,356
4,381
3,865
4,477
5,414
16,251
19,702
21,377
20,298
32,758
19,782
45,128
37,446
38,886
23 , 844
14,746
4,390
8,927
13,103
12,020
13,877
16,136
16,628
16,558
19,593
36,304
145,505
269,433
489,383
585,668
709,072
1,128,686
2,530,866
2,932,902
4,166,028
2,495,763
2,321,800
Total	 54,965	 363,265	 261,845 18,669,914	 316,810 18,933,179
Source: Saudi Arabian Agricultural Bank, Annual Re port, 1985, p29.
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Long-term loans are extended mainly for financing land reclamation and
purchase of heavy agricultural machinery.
Besides the SAAB, the SIDF provides soft credit for establishing
projects which use agricultural products such as food processing, and
dairy products.
(2) The Saudi Industrial Develo pment Fund (SIDF)
The SIDF was established in 1974 to provide medium and long-term
interest-free loans to the private sector to set up and expand
industrial projects. This role has been expanded to include the
provision of finance to three supporting areas. These are:
1. Electronic companies.
2. Cold stores.
3. Date packaging.
The Fund has approved loans for an electrification programme amounting
to SR 37,885 million by the end of 1405/1406. But after unification of
the electric companies under the General Electricity Corporation, funds
for developing electrification projects were included in the
Corporation's own budget.
Net approvals to cold stores and date packaging by the end of 1405/1406
amounted to SR 263.8 million and SR 46.8 million respectively.
Numbers and values of loans provided to other sectors are presented in
Table 7.6. During 1975-86 the SIDF approved 938 industrial projects
with a total cost of SR 14.1 billion. It is shown that loans provided
to the building materials sector amounted to SR 2 billion (30.3%) of the
SIDF total commitments during 1975-80. This reflects the poor physical
infrastructure at this time and the lack of adequate building materials
factories to satisfy the increasingly high demand for building materials
by both private and public sectors. After 1982, the demand for building
materials started to decline as a result of a completion of most private
and public construction projects, and the Kingdom approached self-
sufficiency in most building products. Consequently loans allocated to
this sector took a downward trend over the five-year period following
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1981.	 It amounted to SR 0.31 billion (5.6%) of the SIDF total loans
during this period.	 Similarly the cement industry was given full
financial support by the SIDF. Table 7.6 shows that total loans
provided by the SIDF to the eight cement companies amounted to SR 3.4
billion (24.1%) of the Fund's total loans. With the completion of most
construction projects and the ability of these companies to satisfy the
local market if they operate efficiently, the Fund stopped its lending
for establishing new plants and considers only requests for finance from
existing companies for expansion and modernisation.
The importance of the chemical products sector to the Saudi economy is
more justified after completion of the first generation of some
petrochemical plants. As a result, the Fund approved 262 chemical
projects amounted to SR 2.5 billion (17.5%) of the total commitment
during 1975-86.
Engineering and consumer product sectors obtained SR 2.9 billion (20.9%)
and SR 2.5 billion (18%) of total loans provided by the Fund during
1975-86.
(3)	 Saudi Credit sank (SCB)
The SCB was established in 1971 to provide interest-free loans to low
income citizens for economic and social purposes. The five lending
programmes of SCB relate to:-
1. House renovation.
2. Marriage.
3. Medical treatment.
4. Trades.
5. Vocational credit.
The trade programme seeks to finance self-employed individuals in
setting up blacksmithing, carpentry and plumbing workshops. By the end
of 1406/1407 the Bank had extended SR 40,885,217 million in loans for
2,359 projects.
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The vocational credit programme encourages Saudis to enrol in technical
education. The SCB, through this programme, offers start-up loans to
graduates of vocational training centres. The maximum loan is SR
200,000 and covers the following areas: automobile engineering, air
conditioning and cooling, plumbing, carpentry, welding and
blacksmithing, maintenance of electronic equipment, tailoring, printing,
turnery and hair dressing. 268 loans extended by the Bank totalled SR
22,860 million. The combined disbursements for trade and vocational
credit programmes amounted to SR 63,745 million or 2.5% of total
commitments for 1973-87. The low percentage of loans extended through
these two programmes reflects, in particular, the strict lending
conditions requiring the borrower to present acceptable collateral; this
collateral must take the form of a letter of guarantee from a commercial
bank to the value of the credit, and valid until the loan is repaid, or
a guarantee from a solvent person or establishment acceptable by the
Bank, or alternatively collateral in the form of property. The majority
of potential borrowers find these conditions very difficult to meet.
(4) The Real Estate Development Fund (REDF)
The REDF was created in 1974 to extend medium and long-term loans to
Saudi individuals and establishments to construct houses for private and
commercial use.
It finances 70% of the cost of owner-occupied houses. The maximum loan
is SR 300,000, repayable within 25 years, with a discount of 30% of the
amount of the loan if the borrower is able to repay the whole of the
loan after the completion of construction, or if he succeeds in paying
the instalments without delay. The Fund also extends loans to Saudi
establishments to construct houses for their employees or for commercial
purposes.	 This loan must not exceed SR 10 million or 50% of
construction costs.
The Role of Government Credit Institutions in Financing Small Businesses
This role is hard to assess quantitatively due to the lack of definition
of what constitutes small businesses in these institutions. But the
foregoing review of the functions and objectives of these agencies
provides evidence that small businesses are at a disadvantage compared
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with large ones when applying for institutional finance. This gap is
measured by lending conditions, the debt to equity ratio, government
perception of the role of small businesses in economic development and
the methods and measures adopted to promote industry and agriculture.
All government credit institutions demand that the applicant provides
acceptable collateral as a precondition for granting the loan. The SIDF
requires a mortgage as security on the financing of fixed assets besides
a personal guarantee from shareholders if they intend to form a limited
company. The SCB requires the applicant to provide a guarantee from a
solvent person or commercial bank valid until the full loan is repaid.
The SAAB approves the loan only if the applicant is able to provide a
personal guarantee or mortgage against the extended loan. The REDF
takes the house as a mortgage.
The emphasis of these institutions on collateral as a precondition for
loan approval indirectly implies the exclusion of the majority of small
concerns from the long-term financial facilities offered to medium and
large businesses and places the government institutions in the same
position as commercial banks with regard to the priority which is given
to collateral in evaluating the creditworthiness of the applicant. This
is not to suggest that small businesses should obtain credit without
collateral, but stresses the importance of the ability of the project to
generate cashflow sufficient to repay the principal plus the service
charges. But the technique which gives considerable weight to all
elements of the project requires qualified long-term lending staff and
pre-loan services. Therefore, the logical and more relevant question to
be raised is: are government credit institutions equipped to provide
development finance in a way which transforms the traditional backward
small business sector into a modernised one which ensures its effective
participation in the development process? The answer to this question
provides strong justification to the necessity of initiating special
lending programmes for promoting small businesses which are discussed in
the following chapter.
The second measure of the negative role or discrimination of government
credit institutions against small manufacturers is seen in the
operations of SIDF and SCB. The SIDF extends term loans only to
applicants whose invested capital is more than one million riyals, which
225
means that small factories capitalised below one million riyals are
excluded not only from long-term financial facilities, but also from
other concessionary incentives (see page 7). Furthermore, small
manufacturers are required to provide a higher ratio of equity to loan
capital which puts them at a comparative disadvantage with their large
counterparts. The maximum loan provided by Saudi Credit Bank is SR
200,000, which constitutes 20% of project costs, facing a capitalisation
of SR 1 million. This means that the owner's equity must represent 80%
of the project cost while factories that have access to SIDF are
required to present only 25% as equity in the project, and this paves
the way to obtain finance from commercial banks. It should be noted
also that term loans provided by the SCB through the Vocational Credit
Programme are confined to graduates of vocational training centres.
As far as the methods and measures of promoting industrial and
agricultural sectors are concerned, evidence from some countries, and
Saudi Arabia is no exception, revealed that the provision of
concessionary or subsidised credit tends to favour large businesses and
a minority of small concerns who are able to provide collateral, and
thus have the ability to secure long-term loans on a commercial base.
This means the majority of small businesses are excluded from facilities
provided by these institutions since these agencies were created to
serve both large and small. A survey study conducted by the Ministry of
Finance and National Economy, covered the national factories which were
in production up to 1985, showed that 634 (64.2%) of factories relied on
their personal resources to finance the project at inception, 156
(15.8%) secured finance from government credit institutions, 77 (7.8%)
from commercial banks, and 121 (12.2%) from both government-controlled
institutions and commercial banks (Table 7.7). The study in fact did
not indicate whether the majority of entrepreneurs who relied on their
resources alone are small or large and to which sector they belong. But
figures presented in Table 7.8 show that both factories whose invested
capital is less than one million riyal and those which are capitalised
between one and five million represented 58.8% of factories in
production up to 1985, while factories whose invested capital is more
than five million riyal represented 39.8%, and some of them, as was
indicated by the study, are joint venture projects.
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Moreover, the study indicated that the majority of entrepreneurs who
secured loans from conunercial banks have large projects. Therefore it
can be deduced from these figures that the majority of factories which
depended on self-financing are small and the majority of factories which
succeeded in securing institutional finance is large. One might argue
that the failure of the majority of small factories to secure loans from
government specialised institutions is due to the inconsistency of the
project with the priority of the Fund. But if this is the case, then
such projects should not have been granted industrial licences in the
first place. This may reveal a lack of co-ordination between the
Ministry of Industry and Electricity and the SIDF.
However, the development planners in Saudi Arabia are required to review
and examine carefully the extent to which interest free loans provided
by government credit institutions, especially the SIDF, ensure the
effective participation of small businesses in the development process,
since the majority of them, as expected, are deprived from gaining
access to these institutions' financial facilities. Some alternatives
to the interest/loan approach for financing the private sector in
general and small businesses in particular must be considered. This
should ensure the effective involvement of small businesses in economic
development and should be consistent with Islamic principals.
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CHAPTER EIGHT
FINANCING SMALL BUSINESSES: CONCLUSIONS, OPTIONS AND IMPLICATIONS
The overwhelming dependence of Saudi Arabia on oil exports as the only
source of national income have exposed the economy to exogenous
disturbances. To reduce risk associated with a one-commodity economy,
the Government, through planning and budgeting has directed Saudi and
non-Saudi entrepreneurs to invest in targeted sectors. The Government
itself bore the full responsibility for developing the real and
financial sectors and established the base for future industrial,
agricultural and commercial expansion.
As government spending started to decline from 1982 due to the sharp
contraction of the oil revenue, the call for more private sector
involvement became more urgent in order to maintain an expansionary
economy. This was stressed in the Fourth Development Plan: "The plan
strategy gives greater emphasis than previous plans to the role of the
private sector. Henceforth, the Government will concentrate more on its
regulatory and promotional function, allowing the private sector to meet
the Kingdom's demand for goods, services and facilities".1
Small businesses can play a significant role in this respect. This
observation was behind the initiation of this study and suggested two
broad objectives:
(1) To provide guidelines to assist planners and decision makers in
Saudi Arabia in designing a programme which ensures the effective
participation of small businesses in the development process.
(2) To focus the attention of commercial banks on the importance of
financing small businesses as a long-term investment and provide a
framework for assisting them in designing special lending schemes
which suit the abilities and requirements of small businesses.
These objectives were achieved by identifying the main obstacles
encountered by small businesses in their efforts to finance their
projects internally or to have access to external sources of finance and
the constraints faced by commercial banks and government credit
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institutions which limited their ability to provide adequate finance to
small businesses. These obstacles and constraints caused an imbalance
between the supply and demand for credit and hence created gaps in the
lending system in relation to small businesses. These gaps took the
form of inadequate supply of short, medium and long-term credit.
This chapter aims to suxnmarise the main findings of this research and
their policy implications as well as provide some options to fill the
finance gap.
The previous review of the role of government credit institutions
(Chapter Seven) has shown that none of these institutions were directed
towards financing the trade sector. This deliberate omission is aimed
at realizing the nature of the merchants' financial requirements, and
recognising the ability of commercial banks to meet them. Commercial
banks lending criteria, which is based mainly on the name of the
merchant, his relationship with the bank's manager and his ability to
provide collateral, has implicitly excluded small retailers and
wholesalers from gaining access to their financial facilities. The
empirical findings of the survey indicated that 54 (9%) of the merchants
in the sample sought banks' finance at the inception stage where medium
and long-term loans are most needed. 11 (20.4%) were successful in
obtaining it while 43 (79.6%) were rejected. Similarly, it was shown
that 166 (27.8%) of the merchants in the sample applied for credit to
finance expansion, relocation, working capital and imports; only 77
(46.4%) were successful. As a result, 549 (93.7%) of the merchants
depended very heavily on personal resources, friends and relatives to
finance the business at the inception stage. This dependency continued
during the growth of the business (see Table 4.5).
This gap in the lending system with regard to small merchants has grown
since 1982; banks applied a tight lending policy due to the rise of non-
performing loans which reached SR 1,567 million in 1985 (Chapter Seven).
This strict lending position was reflected in the ability of wholesalers
to extend credit to their clients who are mostly small businesses. As a
result, only 198 (34.3%) of small retailers were always able to sell
their products on credit.
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Small industrialists have also been discriminated against with regard to
the provision of finance. Those who are capitalised below one million
riyal are denied access to SIDF. Meanwhile term loans provided by the
SCB are confined to graduates of the Vocational Training Centres who
have at least three years' experience in one of the industrial fields
specified by the Bank. Even these applicants must meet other lending
requirements such as a guarantee from a solvent person or commercial
banks valid for the full period of the loan. These strict lending
conditions were reflected in the low proportion of credit allocated to
the small scale industries. The second group of small industrialists
are those whose invested capital ranges between one and five million
riyal. They are eligible for a term loan from the SIDF if they meet its
lending conditions, which require the applicant to provide a mortgage on
security on the finance of fixed assets, in addition to a personal
guarantee from shareholders if they aim to form a limited liability
company. These conditions are applied to both small and large-scale
factories and do not in fact differ from those applied by commercial
banks. As a result, only 10 (5%) of small factories were able to secure
loans from the government credit institution to finance start-up capital
and 4 (1.8%) to finance expansion. It was also shown that 39 (17.6%) of
the small industrialists sought commercial banks' credit to finance seed
capital; only 9 (23.1%) were successful. Similarly, 104 industrialists
applied for banks' credit to finance expansion, relocation,
diversification, working capital and imports; only 49 (47%) were
successful. As a result 179 (87.3%) of small industrialists relied on
their personal resources, friends and relatives to finance the business
at the establishment stage. This heavy dependency continued after
establishment where 158 (72.5%) utilised the same sources. Furthermore,
the tight lending position applied by wholesalers and suppliers since
1982 has enlarged the finance gap. It was shown that 87 (40%) and 97
(44.5%) of the industrialists were always unable to buy and sell their
products on credit.
Regarding the type of loans provided by commercial banks, the
investigation provides evidence that commercial banks concentrate on
short-term lending. Businesses regardless of their size, need medium
and long-term loans at inception to obtain equipment, vehicles, to build
or purchase premises.. Similarly, these types of credit are needed by
small businesses during various stages of development when expans7<'
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relocation, diversification and modernisation become economically
feasible. The survey findings showed that only 11 (1.9%) and 9 (4.4%)
of small merchants and industrialists respectively were successful in
obtaining medium and long-term loans from commercial banks to finance
the business at the establishment stage. Similarly it was shown that
only 6 (7.8%) small merchants were successful in securing long-term
loans after establishment to finance expansion. and relocation (Tabl_-
4.5 and 5.7).
The tight lending position of commercial banks on one hand, and their
concentration on short-term lending on the other, forced 64 (24.2%) and
111 (56.3%) of small merchants and industrialists respectively to obtain
loans from several sources simultaneously, including commercial banks,
to finance one purpose. This striking result indicates clearly the
existence of under-capitalisation of small businesses, high lending
costs and the lack of screening, monitoring and follow-up procedures on
the side of commercial banks. Usually commercial banks are reluctant to
lend to small businesses especially at inception where medium and long-
term loans are most needed. Meanwhile small entrepreneurs believe that
the chance to obtain institutional finance gets higher if the amount of
loan requested is underestimated and rests on a short-term basis. This
tends to have its impact on the degree of capitalisation of small
businesses, because if the entrepreneur fails to secure the whole amount
needed to launch or run the business, he will face difficulty in
generating adequate cashflows to repay the debt, and if he succeeds in
securing the whole amount needed he will face difficulty and may be
unable to service the debt. This difficulty arises from the high
lending cost, given the fixed administrative costs and high allowance
for risk. This was evidenced from the figures presented in Tables 4.5
and 5.7 which showed that 23 (5.2%) and 1 (0.5%) of small merchants and
industrialists respectively borrowed from commercial banks to finance
past debt,/\ This result, however, provides additional empirical evidence
to the study conducted by Jeddah Chamber of Commerce and Industry which
focused on the problems encountered by the industrial sector (as a whole
regardless of the size of the business) in its dealings with commercial
banks. The study concluded that: "After the loan is made, it is the
experience of most banks that they are denied access to the follow-up
information on the progress of the project, and the manner in which the
loaned money was spent. 	 Some companies do not keep records by
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categories of expenditure, while others were found to move money from
one project to another, or for the owner's personal use in buying real
estate, or using it for side commercial ventures .....it was also
mentioned that some businessmen engage in multiple borrowing for the
same project from two or three banks at the same or different times.
This is one of the reasons that they do not allow the examination of
their financial records, or never keep such records in the first place.
Yet another group of businessmen borrow large sums of money for certain
projects, only to be discovered later that most of that money has gone
to their bank accounts abroad."2
With regard to equity finance, it was found that 26 (4.6%) and 1 (0.5%)
of small merchants and industrialists respectively secured start-up
capital on the basis of equity participation. Similarly, it was shown
that 32 (7.2%) and 6 (2.8%) of small businesses in the trade and
manufacturing sectors borrowed money from relatives and friends to
finance the business after establishment, in return for a share in
profits and losses with or without being involved in the management of
the business, ie, Musharaka and Mudaraba financing arrangements.
However, these findings did not provide conclusive evidence as to
whether an equity gap exists or not. On the other hand, it was revealed
that the majority of small merchants and industrialists were not in
favour of Musharaka and Mudaraba financing methods (Tables 4.15 and
5.15). This was mainly due to psychological factors as well as to the
lack of understanding on the part of entrepreneurs of the possibility
that long-term funds can be provided on the basis of diminishing
partnerships. This issue however is discussed in more detail later on.
Therefore, empirical findings presented above confirm the first basic
hypothesis of this investigation, ie, there is a small business finance
gap in Saudi Arabia. This gap took the form of inadequacy or
unavailability of institutional short, medium and long-term finance.
This was attributed by entrepreneurs in both the trade and manufacturing
sectors (demand side) to the operations and policies of both commercial
banks and government-controlled credit institutions, wholesalers' tight
lending positions and the lack of Islamic financing methods./
Although bankers in Saudi Arabia admitted that a small business finance
gap exists in the Kingdom they attributed its existence to the failings
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of entrepreneurs rather than to the inadequate supply of capital. The
statistical results presented in Chapters Six and Seven showed that
there were three factors which confined the ability and willingness of
commercial banks to provide adequate finance to small businesses. These
were related to entrepreneurs, commercial banks themselves and SAMA. It
was shown that the majority of entrepreneurs lack the basic skills which
are essential for operating the business efficiently and effectively.
These were measured by the lack of experience in the field of activity,
inadequate educational background, absence of a fàiIbittty —study or
business plan, absence of accounting records, absence of an independent
bank account under the name of the business, inability to plough back
part of the profit into the business, unawareness of the impact of
productivity on profitability, and cash discount foregone in its
relation—with the cost of funds obtainable from other sources of
finance, and the lack of forward planning. These factors showed
themselves in the management style and practice which was characterised
by a personalised management (owner-manager structure), unwillingness of
the entrepreneur to delegate responsibilities or authorities, and
reluctance to employ qualified outsiders especially in accounting posts.
These characteristics, in addition to the inability of small businesses
to provide acceptable collateral, tended to increase the risk involved
in lending to small businesses and widen the existing gap. Another
factor which has contributed to the inadequate supply of small business
entrepreneurs and hence to the finance gap is the educational system.
This is not designed to provide small business entrepreneurs despite the
fact that 94% and 92.8% of the commercial and industrial establishments
in the Kingdom respectively are small. This deficiency has created a
gap between the demand side represented by the market needs for small
business entrepreneurs and the supply side represented by the
universities and vocational training centre graduates. Universities'
curricula in Saudi Arabia are geared to prepare graduates for working in
big private corporations and the public sector.
None of the universities in the Kingdom provide courses on small
business entrepreneurship and other related areas such as accounting,
management and finance. Furthermore, vocational training centres
provide technicians who lack adequate knowledge of other aspects of the
business, such as financing and management. 	 Therefore, the role of
universities in Saudi Arabia is still behind their counterparts in
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developed countries with regard to the development of the small business
sector. The awareness of universities in the United Kingdom of their
role towards small businesses was expressed by Curran and Stanworth:
"Academic interest in the small enterprise has increased in the
subsequent decade to a level where few business schools or management
departments dare be without their small business specialists and small
business courses. These activities have been supported by a rapidly
expanding body of research, based on inputs from several disciplines,
covering many aspects of small enterprise operations."3
The second constraint which confines the ability and willingness of
commercial banks to provide adequate funds to small businesses was the
absence of clear regulations which determine the legal relationship
between the bank and the borrower, as well as the lack of appropriate
rules which encourages the banks to adopt more suitable methods for
financing small businesses such as Musharaka, Mudaraba, leasing and hire
purchase.
Commercial banks and borrowers added another dimension to the risk
involved. Meanwhile commercial banks themselves as repositories of
long-term funds in Saudi Arabia have not taken any positive forward step
towards financing the small business sector. This was reflected by the
lack of definition, policy and special lending schemes directed towards
small buinesses.This can be partly attributed to the lack of
commerckaLbanks' secialised staff epecially in long-term lending, and
conunercia]. banksshortsighted-_view with regard to small businesses as
a vehicle for economic development in the coming decades 4 andptly to
the lack of co-operatiorLand-ce---ordination-betweerL.commercial banks and
SAM&on the one hand and commercial banks and government credit
institutions on the other. This is manifested in the following: First,
the SIDF refuses to share the mortgage with commercial banks, if it did,
this step would contribute, to a large extent, in solving the problem of
collateral from the legal point of view. Second, the SIDF requires high
fees from commercial banks if they later wish to use the feasibility
studies prepared by the SIDF. Third, in case of financial difficulties
which hinder the ability of the borrower to service his debt regularly,
or about to go out of business, the SIDF requires the borrower to pay
it first. (Through its ability to take legal action.) This step forces
the borrower to seek commercial banks' finance.	 In such cases the
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rescheduling of the SIDF payment is the best solution in order to give
the entrepreneur more chance to reorganise his business in the light of
new changing conditions. But even in such cases the SIDF requires
commercial banks to guarantee the rescheduled debts.
Regarding the relationship between SANA and commercial banks, it is
understandable that SAMA cannot influence the issue of interest but
there are other measures which can be adopted to reduce the risks facing
commercial banks in their dealings with small businesses. These
measures are discussed later in this chapter.
The empirical findings presented above confirmed the second basic
hypothesis of this study, ie, the identified small business finance gap
is attributable to the deficiencies of entrepreneurs, commercial banks
and SAMA.
Consequently, the major conclusion of this thesis is that the provision
of adequate finance alone will not ensure the effective participation of
small businesses in the development process in the coming decades. It
must be provided simultaneously with other measures aimed at improving /,,.V
the managerial skills of entrepreneurs and productivity of manpower in /
general.
This integrated approach for promoting the small business sector was
first introduced by Staley and Morse in 1965 and has been adopted by
both developed and developing countries. 4 Saudi Arabia is no exception.
The empirical findings presented earlier in this chapter strongly
justify the urgent need for adopting such an approach which is based on
the principle of "combination and interaction". This is the only and
the most effective method which ensures a wise utilisation of funds
provided to small businesses, and hence their ability to both service
their debts and participate effectively in the development process.
It is appropriate before discussing various options for channelling
funds into the small business sector, to highlight the main aspects of
these supportive or complementary services to the financing programme,
in order to show how the interaction and combination between finance and
other measures is more fruitful in the case of Saudi Arabia than a
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single measure (finance) which is currently applied in the Kingdom for
promoting both small and large businesses.
Management Advisory Services
To provide advice on various aspects of management such as
marketing, accounting and banking. The best institutions to offer
such services are the Chambers of Commerce and Industry. They are
equipped with qualified staff and technology and already have
units dealing with industrial, agricultural, construction,
commerce, legal matters, computers, labour, finance, research and
public relations.
2.	 Industrial Advisory Services
To provide consultation on technical matters such as the type of
machinery which would be most suitable for the factory, the number
of workers required to operate the machinery and the most
efficient way of using the raw materials.
These services can be provided by the Ministry of Industry and
Electricity in co-operation with the Vocational Training Centres;
currently the Ministry has no branches, only its headquarters, in
Riyadh and therefore would need to develop a branch network to do
this. The need for such services was expressed by entrepreneurs
in the manufacturing sector; 8 (42%) of the small industrialists
interviewed pointed out that they are still facing difficulties
concerning the most suitable machinery and tools for their
particular operation, where to obtain this machinery, the manpower
required to operate them and the most suitable types of raw
material to use. The absence of industrial consulting services,
on the one hand and the limited technical knowledge of small-scale
Saudi industrialists on the other, often forced them to consult
their employees on these matters. Unfortunately, their advice in
many cases proved inadequate. There are numerous examples of this
from our survey, but the following are two good illustrations of
this:
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One manufacturer was advised by his employees to purchase three
machines which make different designs and shapes of wooden
products. After purchase he found that there was a single machine
on. the market which could perform the same functions as the three
machines, and cost about one third less.
The second example was given by a small industrialist who was
advised by his employees to purchase certain types of wood to
manufacture doors and windows. Unfortunately, the products
cracked before sale due to the unsuitability of the type of wood
for the Kingdom's climate.
3. Training Services
To provide courses on various aspects of management such as
finance, accounting, marketing, banking and others. These courses
could, for example, be offered by the Chambers of Commerce in co-
operation with universities. Similarly, vocational training
centres could also provide training courses on industrial matters
such as product design, maintenance, raw materials etc.
4. Research Services
The establishment of a research facility in small businesses would
enable a periodical survey of selected industries and trade to be
undertaken to identify their problems with regard to management,
product design, machinery selection, manpower and government
regulations. The research unit may be required to publish
pamphlets and guides on various managerial and industrial
subjects, the potential of each class of trade and industry in the
light of changing economic conditions and consumer tastes and
could be required to identify new profitable investment
opportunities for small businesses.
In the absence of the creation of new institutions to do this,
Chambers of Commerce in Jeddah, Riyadh and Dammam would be the
most appropriate organisations to assist small businesses from the
research perspective given that:
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(a) Their boards are composed of industrialists and merchants.
This gives them access to more information and a better
understanding of the private sector's problems.
(b) They have already been acting as an intermediary between the
private sector and commercial banks.
(c) The Government consults them in formulating industrial and
commercial policy. Some of their members already advise the
Government.
(d) They have research units which have conducted valuable
surveys on various aspects of private sector activities, and
which publish a monthly magazine containing information on
government tenders, investment opportunities etc.
(e) They have already held various seminars and conferences
which have brought the private sector and government
together to discuss current economic problems.
The additional requirement is clearly for all these services to be co-
ordinated such that they provide a consistent programme which is
directed towards the overall development objectives of the economy.
The provision of s ortive services of this kind would help in turn to
financing programme an inirove the
usefcLl-ieJnformal sources of finance, namely the internal 	
/
Tnce and trade finance provided by wholesalers and suppliers.
A possible development and promotion programme for small businesses is
depicted in Figure 8.1, where the complementary services to the
financing programme are also included. Finance is regarded as a core
element, the heart of the programme, and its interaction with the
complementary services is seen as the means to translate small
businesses from a traditional to a modern approach, the latter taking
into account the importance and the role of management, accounting,
marketing, training, product design etc.
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Only by this transformation process can the small business sector
participate effectively in economic and social development, and fulfil
the Government's aim of getting small businesses positively involved in
contributing to economic growth and development.
Having emphasised the importance of these services to the success of the
financing programme, it is now appropriate to discuss the various
options for channelling funds into the small business sector. Each
option will be examined bearing in mind its advantages, constraints and
the modifications to existing operations which might be required. The
options to be examined are:-
(1) Financing small businesses through the existing financial
institutions, namely, commercial banks and government specialised
credit institutions.
(2) Setting up new government or semi-government credit funds to
provide financial and non-financial facilities for small
businesses.
(3) Encouraging the private sector to establish investment companies
capable of providing finance to small businesses in accordance
with Islamic law.
The choice between these options depends on many factors including
financial resources, time and the availability of qualified staff.
These factors give option (1) priority over the other two options. But
the question has to be asked whether there is scope for modifying the
existing financial institutions to respond effectively to the needs of
small concerns. Clearly, although the discussion proceeds by discussing
these options as if they were mutually exclusive, there are other
options which combine the scenarios outlined here.
Commercial Banks
There are various factors which give commercial banks an advantage over
the government speclalised credit institutions in financing small
businesses. These include:
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(1) The geographical spread of bank offices throughout the Kingdom.
There are 652 banks' branches operating in various cities an
towns in the Kingdom. The SIDF has no branches and the SCB has')
only one branch in each of the main cities in Saudi Arabia.
(2) The long experience of the banks which has enabled them to build
special relationships with industrialists, businessmen and others.
This relationship is vital in assessing the credit-worthiness of
the applicant.
(3) The sharp decline in the Kingdom's oil revenue, which constitutes
more than 90% of the GDP, has decreased the financial ability of
the Government to allocate new funds to these public sector credit
institutions in order to meet the new financial requirements.
However, the involvement of commercial banks in financing small
businesses can only be achieved by designing special lending programmes
which suit the needs and abilities of small concerns. Such programmes
could not, in any case, be implemented effectively without removing or
overcoming the constraints currently facing commercial banks. These
constraints can be classified according to their sources into three
categories - the clients (industrialists, merchants .....), SAMA
(Regulations) and those within the commercial banks themselves.
As recognised in this thesis, commercial banks, in their dealing with
small industrialists and merchants, face two problems; these are the
inability of small businesses to provide adequate and acceptable
collateral and their inability also to present the necessary, reliable
financial information for evaluating the viability of their project.
These deficiencies add to the risks of lending.
Figure 8.1 suggests two steps that could be taken to reduce this risk.
Firstly, banks should be required to undertake more thorough feasibility
studies and project appraisal and also be able to thoroughly audit
firms. In this latter respect banks could also encourage small auditing
companies to improve their services by employing qualified staff and
utilising more advanced technology in assessing the viability of the
projects.	 Secondly, SAMA should be required to form a credit
information bure
	
n&j.inch a c::it guarantee sche	 Throii the
Credit Information Bureau banks would have access to financial
information about the applicants' past dealings with banks and
-
government financial institutions. This kind of bureau already exists
in the USA and has been much welcomed by the commercial banks. The
credit guarantee scheme would encourage commercial.__banks to extend
credit to new projects which have no past record and also to 'risky' ,'
projects.	 /
The second constraint facing commercial banks is a regulatory one which
determines the legal relationship between banks and borrowers. The
Banking Control Law of 1966 does not prevent banks from paying orjJ1
receiving interest. This deliberate omission expresses the Covernment's_-
concern about the Islamic tradition whilst acknowledging the role of
interest in the financial system. The consequences of these loopholes
have been reflected in the refusal of many borrowers to pay interest on
their outstanding loans and this has brought about a loss of confidence
between banks and borrowers. Commercial banks have failed to win any
court case involving interest.
	 In addition, since 1982, commercial
banks have not been legally allowed to use mortgages as collateral,
which in many cases proved to be the only form of security available to
the applicants. Moreover, bills of exchange and promissory notes have
not been accepted by the Sharia courts as legally binding documents
because of the interest involved.
To overcome the constraints due to the absence of clear regulations
concerning interest, and because banks cannot expect SAMA to issue new
regulations which allow them to receive and pay interest, it appears
essentially that they must diversify their services by introducing new
financing methods which are consistent with Islamic principles such as
Murabaha, leasing and hire purchase. asing and hire-purchase are very
appropriate methods of financing the business at inception where long-
term loan is needed the most and also when the concern intends to
diversify or expand the business and cannot raise long-term loans due to
its inability to provide acceptable securities or if its scale does not
justify the purchase of expensive equipment. Moreover, commercial banks
must consider new types of collateral such as inventory and equipment.
The third major constraint is related to the limited ability of
commercial banks to extend medium and long-term credit.
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Two improvements are suggested here; firstly, that the Pension Funds5
(PF) and The General Organisation for Social Insurance (GOSI) should be
required to allocate long-term deposits with commercial banks at low
interest rates with the condition that they are extended to small
businesses (this scheme could, amongst other things, help retired
government employees to establish their own businesses) and secondly,
commercial banks should be required to introduce a savings scheme
capable of attracting investors, especially those who wish to invest
according to Islamic teachings.
Therefore, if commercial banks are chosen to channel funds to small
concerns, the following practical modifications would have to be
introduced to ensure the success of the financing programme, given the
existence of supporting services:
First: Commercial banks might be required to take the following steps
(as shown in Figure 8.1):
1. Set up subsidiary accounting and auditing firms or encourage the
private sector to do so.
2. Introduce new financing instruments.
3. Introduce new types of collateral.
4. Set up a feasibility study project appraisal department concerned
with small businesses.
5. Open an Islamic financing window.
Second: SAMA would be required to take the following steps:
1. Initiate a credit guarantee scheme. This formula has been used by
some developed and developing countries including the USA,
Germany, Canada, Philippines and recently by the UK (see Chapter
Two). Credit guarantee schemes, however, aim to achieve two
objectives. First, to encourage commercial banks to lend to risky
projects or groups such as small businesses and this in turn
assists commercial banks to improve their appraisal and monitoring
techniques and extend the scope of their services. Second, to
enable small entrepreneurs who are unable to provide acceptable
collateral to obtain the needed long-term fund.
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However, in western economies these schemes operate according to
the interest basis in which the borrower pays full commercial
interest rates prevailing at the market at the time the loan is
made, plus an allowance for risk and other administrative costs.
In the Saudi Arabia case such a formula is neither suitable nor
acceptable. This is simply due to the inability of SAMA as a
government agent to get involved in transactions which include
paying and receiving interest. In case of default or the
unwillingness of borrowers to repay the debt, SAMA cannot enforce
any lending contract which involves interest. Consequently, the
author proposes an alternative solution to the interest-based
credit guarantee scheme.	 This is based on the diminishing?'J
partnership formula, in which commercial banks provide a certain
percentage of the cost of the project and the entrepreneur
-	 _____
provides the rest. The—pof-is-ot..J.sses are shared between the
two parties according to the contribution of each in the capital.
through credit guarantee schemes guarantees certain
-,- ------
percentage of the share provided by commercial banks (say 70%).
This scheme can extend its sope to include the long-term finance
provided by leasing and hire-purchase companies.
The pplicability of this formula for the creditguarantee scheme
emerges from jts consistency with the Islamic Code and its
expected accetabi1iy by the entrepreneurs; the share of the bank
i2jj11jminish and it will be wholly owned by the
entrepreneur at__the liquidation of the partnership. It must,
however, be noted that the application of CGS requires commercial
banks to adopt and introduce modern techniques ..of project
evaluation, monitoring, supervising and follwigup in orsier to
minimise the rates of defaults.
2. Set up a credit information unit.
3. Modify Article 10 of the Banking Control Law (Chapter 7).
Third: PF and the GOSI would be required to participate through
commercial banks in financing small businesses.
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Government Credit Institutions
The second option is that the government credit institutions to finance
small concerns by providing medium and long-term finance and leaving
short-term lending to commercial banks. However, if they were expected
to undertake such a task, they would have to be restructured in the
light of their current financial and administrative capabilities to
ensure the effectiveness of any financing programme. The consolidated
balance sheet of the government specialised credit funds shows that
paid-up capital is the sole source of funds available to them. This
capital is allocated to these funds from the annual government budget
which is positively related to the Kingdom's oil revenue. This in turn
is determined exogenously and is subject to fluctuation. The budget
allocation for 1408/09 shows that only SR 590 million or 0.4% of the
total budget was allocated to the lending institutions whilst the total
amount which will be recycled is SR 7.3 billion (total of allocated and
repayments). Consequently these funds depend very heavily in extending
new credit from recycled loans. (Repayment as a percentage of
disbursement increased from 15% in 1981 to 92% in 1986.)
To ensure an adequate and continuous provision of term loans to small
businesses, the Government might be required to finance its lending fund
via treasury bond issue (shown in Figure 8.1). This method of financing
has been adopted in Saudi Arabia in 1408/09 MI to bridge the gap between
public revenue and expenditure.
As mentioned earlier, the gaps in the lending system arise partly from
the absence of a government lending progranirne which suits the needs of
small concerns. Therefore, the government lending agencies must design
a special lending scheme which is able to meet the needs of small
businesses, taking into consideration their limited ability, at least in
the short term, to provide collateral and reliable financial
information. Such a scheme would require financing methods different
from the traditional ones supplied now, such as Musharaka (equity
participation), leasing and hire purchase. It would also require a
shift from the existing lending criteria which are based on emphasising
the role of collateral rather than uponafeajhifly sty and hyiew
oL.the	 where..sh flow is important. The
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implementation of such a lending programme might require, for example,
the following:
(1) Setting up branches for the SIDF in the main cities of the
Kingdom. Small businesses cannot be expected to undertake
negotiations in Riyadh on loan agreements which can take from six
months to three years to be approved.6
(2) Establishing a feasibility study department equipped with
qualified term lending staff in SIDF specifically for small
businesses; its task would not be limited to evaluating the
viability of the project but would also undertake industrial,
agricultural and trade surveys in order to assess the credit-
worthiness of the applicant, the future prospects of his business
and also the identification of the potential opportunities in each
sector which are relevant to small businesses.
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Table 8.2
The Specialised Credit Institutions Loan Disbursement and Repayment
(million riyals)
Year	 Disbursements Repayments Repayments as Net Disbursements
a % of
Disbursements
Source: Statistical Survey , SAMA, 1978.
Alternatively it may be necessary to establish a new government or
quasi-government fund for promoting and developing small businesses.
The Fund must provide a comprehensive financing package containing all
types of finance needed by small concerns, possibly on the basis of
Musharaka. In this case, both the Fund and client would provide capital
to set up a new project or to expand, modernise or diversify the
existing one. The profit would be shared between the two partners
according to a pre agreed percentage plus an additional share given to
the partner for management. If the project did not maintain profits,
losses would be bourne according to the capital proportions raised via
the Fund and through the client.
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The Musharaka financing arrangement can be applied to commerce,
agriculture, industry and services, on the principle of a diminishing
partnership. This involves the project being wholly owned by the
partner at the liquidation of the partnership. For example, assume that
the Fund, after examining the feasibility study of the project and the
competence of the management, provided 70% of the total costs of the
project, the partner would provide the remaining 30%. Furthermore,
assume that the parties agreed to share the profit according to the
contribution of each to the capital plus 20% allowance to the partner
for management.	 Therefore, it follows that the outcome of this
partnership could be calculated as follows:
Total capital	 1,000,000
Equity shares:'
The Fund's share	 700,000
The client's share 	 300,000
Profits after Zakat	 200,000
20% for management	 -40,000
Net Profits	 160,000
Profits according to the
share of the capital:
Fund	 112,000
Client	 48,000
According to the diminishing partnership approach, the client would buy
every year a certain percentage of the Fund's shares in the project.
This would gradually increase his share in the capital, management,
allowance and profit and decrease the share of the Fund. Eventually the
whole equity of the Fund would be transferred to the client. Thus the
higher the percentage of the client's share of profit allocated to the
purchase of the Fund's share in the project, the shorter the period
required before ownership passes entirely out of the hands of the
government fund.
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This option would satisfy the needs of small concerns in the sense
that: -
1. It would suit entrepreneurs who refuse for religious reasons to
deal with commercial banks.
2. The majority of small industrialists and merchants who cannot
provide a guarantee or collateral would be accommodated; the Fund,
according to the Musharaka method, would not advance credit in
cash but would provide its share in the project in the form of
assets, and hence the applicant would be treated as a partner not
as a debtor (although the Fund might in some cases require the
client to provide collateral to ensure the execution of the
Musharaka contract with regard to management).
3. It would assist the majority of small industrialists who failed to
obtain medium and long-term credit from commercial banks and
government credit institutions. Our statistical results showed
that 56.3% of the sample approached more than one source of
finance for medium and long-term credit (for diversification,
relocation, modernisation and even working capital). It was
apparent that borrowing from more than one source of finance was
seen to increase production costs and affect the competitive
ability of small concerns. A single source of finance via
government funding would therefore be beneficial in this respect.
4. It would solve the problems of small entrepreneurs who face severe
financial difficulties but who have good future prospects if they
can obtain financial and managerial assistance.
Despite the foregoing advantages 473 (80%) of merchants and 176 (84.3%)
of industrialists questioned are not in favour of sharing the ownership
of their businesses with equity providers. 67% of the merchants and 73%
of the industrialists expressed the view that, as they had established
their businesses through their own efforts, they wished the business to
remain in their name, or in the family name so as to retain security and
power. While 23.5% and 10.7% of the merchants and industrialists based
their refusal to accept any form of equity participation on the belief
that the new partner might interfere excessively in business management.
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However, the first concern above indicates that the respondents in
answering Question No 45 have in mind the permanent partnership formula.
The diminishing partnership method may be less problematical. To
overcome the difficulties related to the unwillingness of owners to give
up part of their control to the proposed fund, it must be clarified that
the Fund would not attempt to supervise and monitor day to day
operations but would be confined to auditing the account periodically.
23.5% and 10.7% of the merchants and industrialists wished to retain the
business in their own name because they feared that the new partner
would interfere in the business management, and they preferred to direct
the business in their own way.
However, the Fund might invite, through commercial banks and Chambers of
Commerce and Industry, qualified small entrepreneurs to share promising
projects with the owner.
Recommendations
In the light of the statistical findings of this investigation, the
following recommendations are put forward. These, if followed, can
potentially fill the gaps in the present lending system with regard to
financing small businesses and hence ensure the effective participation
of small businesses in the future development process. These
recommendations attempt a inodernisation of existing traditional small
businesses and enable them to apply modern managerial, marketing and
product design methods and ensure the consistent allocation of
government and bank credit in conforming with development priorities:-
1.	 Commercial banks should undertake the following changes to
increase their contribution to financing small businesses:
(a) introduce special lending packages to suit the abilities and
requirements of small businesses.
(b) introduce new types of collateral.
(c) set up accounting and auditing firms as subsidiaries or
encourage the existing accounting and auditing firms to
improve the quality of their services.
- set up small business units capable of undertaking thorough
feasibility studies and project appraisal.
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(d) introduce new financing instruments consistent with Islamic
law and characterised by long-term maturity which will enable
commercial banks to extend medium and long-term credit to
small businesses.
(e) introduce new financing methods consistent with Islamic law
such as leasing, hire purchase, Murabaha, Musharaka and
Mudaraba.	 These facilities can, if necessary, be provided
through subsidiaries. Develop new methods of project
evaluation which allow for the absence of financial records
and a feasibility study.
2.	 SANA should implement the following:-
(a) Modify Article 10 of the Banking Control Law which prevents
commercial banks from owning or sharing in the ownership of
industrial, commercial, or agricultural businesses.
(b) Introduce a credit guarantee scheme.
(c) Set up a credit information unit.
3. The General Organisation for Social Insurance and the Pension Fund
should allocate long-term deposits with commercial banks at a low
interest rate to finance small businesses.
4. The Government should encourage the private sector to set up
investment companies to provide equity capital and long-term
finance in - the form of hire-purchase, leasing, Musharaka and
Mudaraba.
5. The Government should encourage the establishment of a unit or
department in each branch of the Chamber of Commerce and Industry
specialised in offering assistance and consultation to small
businesses on various aspects of management, marketing,
accounting, banking and legal matters.
6.	 Vocational training centres should provide advice and services on
industrial and technical matters concerning the selection of
machinery, its maintenance and on product design. In addition
they, perhaps in collaboration with the Chambers of Commerce,
should provide training courses on managerial and technical
aspects of small businesses.
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7. The Commercial Registration Department and the local
municipalities must link the issue of a licence to open a new
business to the ability of the applicant to meet certain
requirements including the provision of a business plan and a
certificate from the Chamber of Commerce and Industry indicating
industrial courses which will enable him to run the business
effectively. This step will ensure the survival and growth of
small businesses.
- The Saudi Credit Bank should rely more on project evaluation
methods rather than on collateral or outside guarantees as a
lending criteria.
8. Universities are required to provide courses on small business
entrepreneurship and other related areas such as banking,
marketing, accounting and finance of small businesses.
This is the first study of small businesses in Saudi Arabia. It opens
new scope for further research, particularly in areas such as
profitability, productivity, project evaluation and monitoring
techniques, management, marketing, recruitment of manpower and small
business failure.
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NOTES
1 Ministry of Planning, The Fourth Develo pment Plan, 1985-1990.
2 Khalifati, Omar, "A Study of Local Banks and Industrial Sector:
Problems and Opportunities", Jeddah Chamber of Commerce and
Industry , Industrial Committee, 1987, p8.
3 Curran, J, & Stanworth, J, "Bolton Ten Years On - A Research
Inventory and Critical Review", in Perspectives on a Decade of Small
Business Research. Bolton Ten Years On. Edited by Stanworth, J,
Westrip, A, Watkins, D and Lewis, J. Cower Publishing Ltd, 1982.
4 Staley, E, and Morse, R, Modern Small Industr y for Developing
Countries, McGraw-1-lill Book Company, 1965.
5 The Pension Fund financial assets managed by SAMA reached SR
22,132,513,060 billion in 1985 (see SANA, Annual Re port, 1985, p
...).	 *
6 See Adnan Abdeen and Dale Shook, The Saudi Financial System, 1984,
p136.
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QUESTIONNAIRE
In the name of God, the most merciful,
the most compassionate
Dear merchant and industrialist
Assalam-O-Alaikum wa-rahmatullah wa-barakathu. The questionnaire
attached to this letter is designed to identify the main problems facing
small businesses in Saudi Arabia in their efforts to finance themselves
internally or to have access to external sources of finance whether at
the stage of establishment or after.
Clear and correct information will assist the researcher to suggest
suitable solutions to your problems, and in turn enable you to function
more effectively.
All information provided is regarded as confidential. Thank you very
much for your co-operation.
Sincerely yours
Bandar Hajjar
Postgraduate student at Loughborough University UK, sponsored by
King Abdulaziz University, Economics Department
Questionnaire
Please place (J) for the right answer. It is your choice whether to
mention your name and address.
.
	 Name of the establishment, factory or workshop:
U
	 Address:
(1)	 Type of Business (Trade Sector):
1. Grocery (wholesaler)	 ( )
2. Grocery (retailer)	 ( )
3. Clothing and footwear (wholesaler) 	 ( )
4. Clothing and footwear (retailer) 	 ( )
5. Furniture and furnishing accessories	 ( )
6. Construction materials	 ( )
7. Cooking utensils	 ( )
8. Consumer electronics items	 ( )
(2) Type of Business (Manufacturing Sector):
1. Building materials 	 ( )
2. Aluminium products	 ( )
3. Wooden products	 ( )
4. Chemical products	 ( )
5. Iron products	 ( )
6. Other products	 ( )
(3)	 Date of starting your business:
1. Before 1392 (1972)	 ( )
2. Between 1393-1402 (1973-82) 	 ( )
3. After 1402 (1982)	 ( )
(4)	 Your educational background:
1. You have no formal education at all 	 ( )
2. You hold primary school certificate 	 ( )
3. You hold elementary school certificate 	 ( )
4. You hold secondary school certificate 	 ( )
5. You hold a university degree 	 ( )
6. You hold a higher educational degree 	 ( )
(5) The legal structure of your business:
1. Sole proprietor	 C )
2. Partnership	 ( )
3. Other	 ( )
(6) Does the founder of the business act as manager?
(a)Yes ( )
	
(b)No ( )
(7) What was/were the reasons which persuaded you to undertake the
present business?:
1. Experience in this field 	 ( )
2. High level of demand for the products of your
business at the time of establishment 	 ( )
3. Death or retirement of previous owner 	 ( )
4. Low risk and easy to manage 	 ( )
5. Lack of competition	 ( )
6. Easy supply of raw materials	 ( )
(8)	 Number of employees:
1. Saudi full-time 	 ( )
2. Saudi part-time	 ( )
3. Non-Saudi full-time	 ( )
4. Non-Saudi part-time	 C)
(9) Which of the following methods had been adopted by your concern to
increase the productivity of your employees?:
1. Training the employees	 ( )
2. Adopting capital-intensive methods (purchasing
new machinery, increasing the number of tools and
machines)	 ( )
3. A combination of methods 1 and 2 	 ( )
4. None	 ( )
(10) Did you prepare a feasibility study or business plan for your
proj ect?
(a)Yes ( )
	
(b)No ( )
If the answer is No, was this due to one or more of the following
reasons?
1. You believed the cost of such a study would be
too high	 ( )
2. You had no idea about the availability of such a study ( )
3. You believed that the project was small and therefore
there was no need for such a study 	 ( )
(11) Do you keep financial records of the following transactions:
purchasing of raw materials or stock, sales of the final goods,
bank, cash and payroll?
(a)Yes ( )
	
(b)No ( )
(12) Do you keep a separate bank account under the name of your
concern?
(a)Yes ( )
	
(b)No ( )
(13) Do you keep a proportion of your annual profits in the form of
reserve?
(a)Yes ( )
	
(b)No ( )
If the answer is Yes, is this proportion:
1. Less than 50%
	 ( )
2. More than 50%	 ( )
(14) Do you buy raw materials or goods on credit?
(a)Yes ( )
	
(b)No( )
If the answer is Yes, does this occur:
1. Always	 ( )
2. Sometimes	 ( )
3. Rarely	 ( )
(15) Is the credit purchase price higher than the cash price?
(a)Yes ( )
	
(b)No ( )
(16) How do you repay the value of the goods which you bought on
credit?
1. By instalment	 ( )
2. After sales	 ( )
3. By a certain date	 ( )
4. As you can	 ( )
(17) Do you sell your goods or merchandise on credit?
(a)Yes ( )
	
(b)No ( )
If the answer is Yes, how often does this happen:
1. Always	 C )
2. Sometimes	 ( )
3. Rarely	 ( )
(18) Do you offer a price discount for cash or early payment?
(a)Yes ( )
	
(b)No ( )
(19) Do you offer a quantity discount to the customers who purchase a
large quantity of your product?
(a)Yes ( )
	
(b)No( )
(20) What are your annual sales?:
1. Less than SR 100,000
	
( )
2. Between SR 100,000 - SR 200,000	 C )
3. Between SR 200,000 - SR 300,000	 C )
4. Between SR 300,000 - SR 400,000	 ( )
5. Between SR 400,000 - SR 500,000	 ( )
6. Between SR 500,000 - SR 600,000	 C )
7. Between SR 600,000 - SR 700,000	 ( )
8. Between SR 700,000 - SR 800,000 	 ( )
9. Between SR 800,000 - SR 900,000	 ( )
10. Between SR 900,000 - SR 1,000,000 	 C )
11. More than SR 1,000,000 	 ( )
(21) What is the size of your invested capital?
1. Less than SR 100,000	 ( )
2. Between SR 100,000 - SR 200000
	
( )
3..	 Between SR 200,000 - SR 300,000	 ( )
4. Between SR 300,000 - SR 400,000	 ( )
5. Between SR 400,000 - SR 500,000 	 ( )
6. Between SR 500,000 - SR 600,000
	
( )
7. Between SR 600,000 - SR 700,000
	
( )
8. Between SR 700,000 - SR 800,000
	
( )
9. Between SR 800,000 - SR 900,000	 ( )
10. Between SR 900,000 - SR 1,000,000
	
( )
11. Between one million and five million riyal 	 ( )
(22) Do you prepare an annual budget which estimates the volume of
sales, purchases, production, profits, cash-flow and zakat?
(a)Yes( )
	
(b)No( )
Financing the Business at the Establishment Sta'e
(23) Which of the following channels did you use to finance your
project at the start-up stage?
1. Personal resources only	 ( )
2. Relatives	 ( )
3. Friends	 ( )
4. Commercial banks only	 ( )
5. Government specialised credit institutions 	 ( )
6. Commercial banks along with government credit
institutions	 ( )
7
	
Relatives and/or friends in return for a share
in the profit of the business only (inactive
partner)	 ( )
8.	 Relatives and/or friends in return for a share
in profits and management of the business
(active partner) 	 ( )
If the answer to Question 23 is 4, please answer the following
questions:
(24) Name of the bank(s) which granted you the loan?
(25) Date of borrowing:
1. Before 1392 (1972)	 ( )
2. Between 1393-1402 (1973-82) 	 ( )
3. After 1402 (1982)	 ( )
(26) Did you approach more than one bank when seeking the loan?
(a)Yes ( )
	
(b)No ( )
(27) Why did you choose the bank which granted you the loan?
1. Your personal relationship with the manager	 ( )
2. Loan's term and conditions were flexible 	 C )
3. Your account was deposited with this bank	 ( )
(28) What sort of finance did you ask for?
1. Short-term loan (1 year)	 ( )
2. Medium-term loan (3-5 years)	 ( )
3. Long-term loan (5-10 years) 	 ( )
(29) How much in percentage terms did the amount of the loan form in
the total cost of the project?
1. Less than 30%	 ( )
2. Between 30% and 50%	 ( )
3. Between 60% and 70%	 ( )
4. More than 70%	 ( )
(30) Did the bank grant you the whole amount you were seeking?
(a)Yes ( )
	
(b)No ( )
(31) Did the bank require collateral?
(a)Yes ( )
	
(b)No( )
If the answer is Yes, what type of collateral did the bank
require?
1. Property	 ( )
2. Guarantees from outside persons 	 ( )
(
(
(
(
(
(
(
)
)
)
)
)
)
)
(
(
(
)
)
)
(32) Which of the following reasons do you believe was responsible for
your success in obtaining start-up finance?
1. Your personal relationship with the manager 	 ( )
2. Your ability to provide sufficient security 	 ( )
3. Your ability to provide the necessary financial
information	 ( )
4. Your ability to present a feasibility study or
business plan
	 ( )
(33) Was the interest rate fixed or variable?
(a) Fixed ( )
	
(b) Variable ( )
(34) Did you approach a bank for a start-up loan, but were rejected?
(a)Yes ( )
	
(b)No ( )
If the answer is Yes, was the rejection based on one or more of
the following reasons:
1. Inability to provide sufficient security 	 ( )
2. Inability to provide adequate financial information 	 ( )
Financing the Business After Establishment
Occasionally you may need money to finance operations such as:
1. Expansion
2. Relocation
3. Modernisation
4. Diversification
5
	
Working Capital
6	 Import
7
	
Paying past debt
(35) Which of the above stated purpose(s) has been financed by a
commercial bank?
(36) Date of borrowing:
1. Before 1392 (1972)
2. Between 1393-1402 (1973-82)
3. After 1402 (1982)
(37) Did you approach more than one bank?
(a)Yes( )
	
(b)No( )
(38) Name of the bank(s)
(39) What financial information did the bank request you to provide?
1. Profit and loss accounts	 ( )
2. Balance sheet	 ( )
3. Trading account	 ( )
4. All	 ( )
5. None	 ( )
(40) Did the bank require collateral?
(a)Yes ( )
	
(b)No( )
(41) What sort of finance did you ask for?
1. Overdraft
	 ( )
2. Short-term loan	 ( )
3. Medium-term loan	 ( )
4. Long-term loan 	 ( )
5. Import finance	 ( )
(42) Was the interest rate fixed or variable?
(a) Fixed ( )
	
(b) Variable ( )
(43) Did you approach a bank seeking a loan to finance one or more of
the above stated purposes, but were rejected?
(a)Yes ( )
	
(b)No ( )
If the answer is Yes, was the refusal of the bank based on the
following reasons:
1. Inability to provide sufficient security 	 ( )
2. Inadequate financial data	 ( )
(44) Did you approach more than one source of finance to finance one
purpose?
(a)Yes( )
	
(b)No( )
If the answer is Yes, which of the following purposes has been
financed by these sources?
1. Expansion	 ( )
2. Relocation	 ( )
3. Modernisation	 ( )
4. Working capital
	
( )
5. Diversification 	 ( )
6. Import	 ( )
7. Paying past debt	 ( )
(45) If you needed start-up or growth capital to set up a new business
or expand the existing one, and this was offered to you in return
for a share in the profits or losses and management of the
business, would you accept the offer?
(a)Yes ( )
	
(b)No ( )
If the answer is No, is this because:
1. The business was set up by your efforts and you wish it to
remain under your name and management	 ( )
2. You believe the new participant would
interfere in the management of your business ( )
If the answer is Yes, which of the following potential investors
would you prefer:
1. Friends	 ( )
2. Relatives	 ( )
3. Commercial bank
	
( )
4. Islamic bank
	
( )
5. National company 	 ( )
(46) If you needed start-up or growth capital to establish a new
business or to expand the existing one, and this was offered to
you against sharing the profits. If losses occur, the provider of
the capital incurs the loss, whilst you (provider of labour,
enterprise and experience) lose your time and efforts. Would you
accept the offer?
(a)Yes ( )
	
(b)No ( )
If the answer is No, is this due to one or more of the following
reasons:
1. You don't want to show anyone the size of your
profits	 ( )
2. You believe the provider of the equity capital would
interfere in the management of the business in the
future	 ( )
3. You believe the provider of the capital might
withdraw from your business later on and establish
a business which would produce or sell the same
products and so compete with you	 ( )
If the answer is Yes, which of the potential investors
mentioned in Question 45 would you prefer to share the
business with.
Thank you very much for your co-operation.
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APPENDIX C
THE BANKING CONTROL LAW
Promulgated by Royal Decree No M/5 of 22.12.1386 All
Selected Articles
Article 6
The deposit liabilities of a bank shall not exceed fifteen times its
reserves and paid-up or invested capital. If the deposit liabilities
exceed this limit, the Bank must, within one month of the date of
submission of the statement referred to in Para 1 of Article 15, either
increase its capital and reserves to the prescribed limit or deposit 50%
of the excess with the Agency.
Article 7
Every bank shall maintain with the Agency at all times a statutory
deposit of a sum not less than 15% of its deposit liabilities. The
Agency may, if it deems it to be in the public interest, vary the
aforesaid percentage provided that it shall not be reduced below 10% nor
increased to more than 17.5%. The Agency may, however, vary these two
limits with the approval of the Minister of Finance and National
Economy.
In addition to the statutory deposit provided for in the previous
paragraph, every bank shall maintain a liquid reserve of not less than
15% of its deposit liabilities. Such reserve shall be in cash, gold, or
assets which can be converted into cash within a period not exceeding 30
days. The Agency may, if deemed necessary, increase the aforesaid
percentage up to 20%.
Article 10
No bank shall undertake any of the following activities:
(1) Engage, whether for its own account or on a commission basis, in
the wholesale or retail trade including the import or export
trade.
(2) Have any direct interest, whether as stockholder, partner, owner,
or otherwise, in any commercial, industrial, agricultural, or
other undertaking exceeding the limits referred to in Para 4 of
this Article, except when such interest results from the
satisfaction of debts due to the bank, provided also that all such
interest shall be disposed of within a period of two years or
within any such longer period as may be determined in consultation
with the Agency.
(3) Purchase, without the approval of the Agency, stocks and shares of
any bank conducting its business in the Kingdom.
(4) Own stocks of any other joint stock company incorporated in the
Kingdom, in excess of 10% of the paid-up capital of such a
company, provided also that the nominal value of these shares
shall not exceed 20% of the Bank's paid-up capital and reserves;
the above limits may, when necessary, be increased by the Agency.
(5) Acquire or lease real estate except in so far as may be necessary
for the purpose of conducting its banking business, housing of its
employees or for their recreation, or in satisfaction of debts due
to the Bank.
In cases where a bank acquires real estate in satisfaction of debts due
to it and such real estate is not necessary for the Bank's own banking
business or housing of its employees or for their recreation, it shall
dispose of it within three years of its acquisition, or in exceptional
and justifiable circumstances, within such period or periods as may be
approved by the Agency and subject to such conditions as it may deem fit
to prescribe.
As an exception to the provision of Para 5 of this Article, the Bank
may, in special and justifiable circumstances and with the approval of
the Agency, acquire real estate, the value of which shall not exceed 20%
of its paid-up capital and reserve.
Article 13
Every bank shall before declaring distribution of any profits, transfer
a sum equal to not less than 25% of its net profits, to the statutory
reserve, until the amount of that reserve equals as a minimum the paid-
up capital.
No bank shall pay dividends or remit any part of its profits abroad,
until its aggregate foundation expenditures and losses incurred have
completely been written off, and after deducting not less than 10% of
the value of capitalised expenditure until all these expenditures have
been completely written off.
Any action taken to declare or pay dividends in contravention of the
provisions of this Article shall be considered null and void.
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